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GUEST EDITORIAL 


Arnold R. Baar—member of the Chicago law 
firm of KixMiller, Baar & Morris—presents a 
plan for REVISING THE TAX LAW. He 
proposes a permanent and authoritative com- 
mission to tackle not only the technical prob- 
lems of statutory drafting and administration, 
but also the fiscal and economic problems of 
fixing the amount of revenue to be raised and 
choosing between alternative sources of reve- 
nue and objects of taxation. 





YONGRESS is now about to give one 

A more of its many demonstrations of the 
way in which the Federal Revenue Law 
should not be revised. 

After many months of discussions, con- 
ferences, and consideration of conflicting 
recommendations, there will be a few days 
or a few weeks of “hearings.” All the famil- 
iar arguments will here be advanced in pol- 
ished “statements,” supported by extensive 
“memoranda” and “exhibits,” all of which 
will then be printed and bound in ponderous 
volumes which few people will ever open. 
The conflicts will then be more less 
ironed out by the committees, with the 
assistance of their own technical staffs and 
the Treasury experts. Then will come 
weeks of grinding through the legislative 
mill, during which it will be made certain 
that on all the more important issues the 
House and the Senate take opposing posi- 
tions, so that the Conference Committee 
will have jurisdiction. After the bill has 
finally passed the House and Senate, the 
Conference Committee, in secret sessions, 
will determine its final form. Within a few 
days the bill will then be made into a law. 
And then the tax experts will begin to 
discover in it the omissions, inconsistencies, 
uncertainties, and other fertile seeds of liti- 
gation. 


or 


From among many illustrations, the un- 
satisfactory product of present methods is 
well exemplified by the enactment in 1942 
of Code Section 23 (a) (2), allowing the 
deduction of non-trade and non-business ex- 
penses. The language of this section, it so 
happens, was criticized by this writer in the 
early stages of its advocacy, upon the very 
grounds which have made it so unsatisfac- 
tory, but nowhere in the legislative process 
was there any adequate opportunity for the 
presentation or consideration of such 
criticism. 








Under such a procedure, it is surprising 
that actually the technical features of the 
tax law are very well handled for the most 
part. Perhaps we should be satisfied with 
the attitude appropriately taken toward a 
trained dog—not to expect the trick to be 
done more expertly, but to be gratified that 
it is done at all. It would seem to be 
more intelligent, however, concerning a mat- 
ter of such great importance to the national 
economy and of such immediate financial 
concern to thousands of individual taxpay- 
ers, to give consideration to readily avail- 
able improvements in method. 

In recent several measures have 
been introduced in Congress which recog- 
nized the need and pointed in the right 
direction. They proposed the creation of 
some form of advisory council, to recom- 
mend revisions of the Federal tax laws. To 
the writer, however, it seemed that they 
failed to provide at least two of the essen- 
tials of success, namely: 


years, 


(1) the assurance of the broadest possible 
participation by representatives of all tax- 
payer and public interests, as well as official: 
and 

(2) a procedure assuring adequate time 
and opportunity for discussion of legislative 
proposals in their final form. 


What is required, I submit, is something 
very much like the technique of the Ameri- 
can Law Institute, which has been so suc- 
cessful in other fields of the restatement of 
the law. The fundamental requirement is 
the repeated promulgation of drafts and 
revised drafts and subsequent revisions of 
the proposed legislation, so that the bill 
which is finally presented to Congress will 
be accepted without question as represent- 
ing the product of the most expert technical 
skill available and the expression of the 
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‘YECTION 722 is no exception to the rule 
thar the right answer usually depends 
on putting the right question. Unfortunately, 
there have been many poor claims filed due 
to superficial questions, with resulting un- 
satisfactory answers. Often it has been 
found that in preparation of 722 claims 
rhetoric has been substituted for analysis. 
At the other extreme is the attempt in many 
cases to compute relief by a precise statisti- 
cal formula. As a result, a claim has fre- 
quently developed into a battle of statistics 
and statisticians. A statistician, it is well 
to remember, has been defined as a person 
who draws a mechanically precise line from 
an unwarranted assumption to a foregone 
conclusion. 

In adopting Section 722, Congress recog- 
nized that general relief of this nature would 
have to be an individual tailor-made affair, 
based upon a broad framework of principles. 
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Accordingly, the administration of Section 
722 largely has been built upon a fabric 
of man-made personal decisions. 

Now, decisions imply responsibility and 
responsibility ordinarily varies with author- 
ity. In government service, it also varies 
with the chances of being sustained or re- 
versed, for the lower the rung of authority, 
the higher its sensitivity to criticism. As 
a result, the administration of Section 722— 
and especially at the lower levels—has been 
generally hostile. This hostility has taken 
on various forms, including extensive “buck 
passing,” emphasis on the inconsequential, 
and attempts to exhaust the taxpayer by 
insisting on minute proof of irrelevant 
matters. 

But for all that, some cases have been 
settled—although admittedly a very small 
percentage. Up to June 30, 1945, out of 
roughly 37,000 applications filed, 1,000 had 
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Mr. Seidman is a member of the firm of Seidman & Seidman, Certified 

Public Accountants. His article is based on data he used in a panel 

discussion at the New York University’s Fourth Annual Institute on 
Federal Taxation. 


been allowed in whole or in part, 4,000 were 722 (b) (1). During the base period, 
rejected, and 6,000 voluntarily withdrawn. normal production output or operation was 
interrupted because of events unusual and 
peculiar in the experience of the taxpayer, 
as a result of which its actual base period 
net income is an inadequate standard of 
normal earnings. 

722 (b) (2). The inadequate earnings 
were a result of temporary economic cir- 


The relief claims filed might be classified 
into three main categories—good, border- 
line, and “long shots.” Naturally, as the 
bulk is included in the last two divisions, the 
Bureau’s corresponding reaction to them 
gives an over-all appearance of non-cooper- 








a ation, for it promptly denies the “long shots” : ; 

2 . : ae cumstances unusual in the taxpayers ex- 

/ and subjects the borderline cases to painful : me 
—_ i . cei perience, or because the taxpayer’s industry 

proof. On the other hand, it is generally tr : 
sric i : ¢ 9 ‘ . was depressed by reason of temporary 

{ true that the “good” cases are being settled é : % : : 

: . 2 2 economic events unusual in the industry. 

| —although often admittedly at substantial 722 (b) (3). The busi fie ees 

/ epee - . 22 : 1 siness axpayer 
and j cash discounts. There is even a pattern : , ib hse: ae ‘iti Xnguis tet 

2 . . was depres 7 reaso ditions gen- 

Oo! which may be said to be followed, perhaps 11 I vail cence: ri Out ce pie 
e . . rally 7 : stry which sub- 
1€S subconsciously, by the Bureau in these ‘'@¥ Prevating in an industry wire su 
re- guttliouaiite jected the taxpayer to a profits cycle 
ity, ; differing materially from the general busi- 
As A number of settled 722 cases are here ness cycle or because of sporadic periods 
“ea reviewed in the thought that they might of high production and profits, which periods 
pen yield some traces of this pattern. A few are inadequately represented in the base 
on cases covered here have not yet cleared the _ period. 
sole final hurdles in Washington but are in- 722 (b) (4). The business commenced 
ial, cluded for their general interest of points or changed its character’ during or im- 
ew and procedures involved. mediately prior to the base period and be- 
int In considering these cases, it is well to Cause of such change its base period net 
| | keep in mind that to obtain relief a tax- !But such change must not have been at- 
en payer’s base period earnings must have been _ tributable solely to the outbreak of World War 


all affected by one or more of the factors or to the preceding rearmament program (see 


of j Y ; 2 ss . : =5> GCM 24013; also Fezandie & Sperrle, Inc., 5 
; enumerated in subdivisions of Section 722 TC —. No. 144, decided December 10, 1945 
ac which, in substance, provide as follows: [CCH Dec, 14,860]). 
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income was an inadequate standard of 
normal earnings for the entire base period. 

722 (b) (5). That some other factor af- 
fected the business and relief would not be 
inconsistent with the principles underlying 
those covered by subdivisions (b) (1) to 
(b) (4). 

722 (c). The corporation came into ex- 
istence after January 1, 1940, and its type 
of business depends on intangibles which 
do not enter into calculations of invested 
capital or its business does not require in- 
vested capital, or its business has an ab- 
normally low invested capital because of 
some unusual circumstance peculiar to it- 
self and not common to the other members 
of the industry. 

In choosing the settled cases for review, 
we have tried to get at least two examples 
for each of the 722 subdivisions. For (b) 
(4) cases, which account for the largest 
percentage of all claims filed, we shall con- 
sider six examples. However, only one case 
was settled by the writer under (b) (3). No 
cases were available under (b) (5) since 
under the Treasury’s restrictive interpreta- 
tion of this subdivision, settlements of such 
cases are conspicuous by their absence. 


Interruption of Normal Production, 
Output or Operation 


722(b) (1)—F ire 


This taxpayer produces automobile parts. 
Its main ; ‘ant is located in the Midwest, 
and a second plant making identical prod- 
ucts is located in the East. The fire claimed 
as the basis for relief occurred at the end 
of the first quarter of the company’s 1939 
fiscal year and destroyed practically all of 
its main plant. This resulted in an inter- 
ruption of the company’s production for a 
period of about nine months and affected 
the remainder of the company’s last base 
period year. The basis for relief was definite 
and incontrovertible and was readily con- 
ceded by the revenue agent. 

The reconstruction of sales for the fire, as 
computed in the claim, was based mainly on 
the company’s history of sales prior to the 
fire and the past and concurrent history of 
sales of its eastern division, not affected by 
the fire. Analysis disclosed that the com- 
pany’s business was seasonal, that the fire 
occurred at the height of its season and that 
such seasonal factor applied to both the 
midwestern and eastern divisions. It was 
also determined that in the first quarter of 
the company’s. four preceding fiscal years 
the percentage of shipments to the total for 
these years averaged about 15%. Accord- 
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ingly, in preparing the claim it was assumed 
that the sales during the last three quarters 
oi the year of the fire would have been at the 
same rate as the indicated percentage rela- 
tionship in the previous four years. By this 
method, probable sales for the year were 
computed and the result, when viewed in 
conjunction with actual shipments of the 
company’s eastern division, appeared rea- 
sonable. Constructive profits were arrived 
at after analysis of the profit margin realized 
by both plants during a number of years 
preceding the affected year. The analysis 
revealed that the midwestern plant would 
have realized in the last base period year 
a somewhat higher profit margin on its sales 
than in the previous year. However, in re- 
constructing the earnings for the year of the 
fire, the actual profit margin realized by the 
main plant in 1938, the year previous to the 
fire, was used. 

Although this claim was filed before the 
Treasury’s 722 Bulletin was issued, this 
method of reconstruction was in accord 
with the Bulletin which provides that: 


“Sales, direct costs and overhead, for the 
period of interruption should be reconstructed 
if possible by reference to the taxpayer’s 
own experience before or after the interrup- 
tion. Its experience immediately following 
the interruption may have been beneficially 
affected and therefore would be unreliable in 
determining what would have been normal 
during the period of interruption. Con- 
sideration should be given to the average 
production or operation under normal con- 
ditions in various periods in the taxpayer’s 
existence.” 

Upon examination, the revenue agent would 
not accept this method of reconstruction. 
Instead, he arrived at reconstructed sales 
by assuming that the 1939 sales from the 
midwestern plant would have borne the same 
ratio to total 1939 national automobile pro- 
duction as this plant’s sales in 1938 were to 
the 1938 national auto production. This method 
failed to allow for any improvement in the 
company’s position in the industry, which 
was quite marked in the successive years of 
the base period. Had he made an adjust- 
ment for the improvement in competitive 
position, his sales figures would have equalled 
substantially those computed in the claim. 
The revenue agent, however, accepted the 
1938 profit margin as reasonable and applied 
it to his constructive sales. 

In its original return the company used 
and applied the growth formula provided 
by 713 (f). The revenue agent too applied 
the growth formula to his reconstructed in- 
come. 
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The claim and the allowance by the 
revenue agent, being in an amount in excess 
of $20,000, were reviewed by the General 
Counsel’s office, and the taxpayer was then 
informed that a further conference would 
be necessary in Washington. 


At this conference the Treasury officials 
indicated that they agreed with the tax- 
payer’s original method of reconstruction, 
rather than the revenue agent’s, but took 
issue with the allowance of the growth 
formula, contending that this formula can- 
not be automatically allowed when income 
is reconstructed. Instead, if an allowance is 
to be made for growth, “true growth” must 
be demonstrated. In this connection, the 
Treasury representatives called attention to 
the following statement in the Bulletin: 


“A proper case under Section 722 for the 
application of the principles of the growth 
formula is one in which the factor of true 
growth is present, but has not been ade- 
quately taken into account. In cases in 
which Section 722 has not been invoked, 
the growth formula is applied automatically, 
whether or not the corporation exhibits true 
growth. Under Section 722, a fair and just 
amount representing normal earnings is 
sought. If the growth formula is applied 
automatically in computing constructive av- 
erage base period net income, regardless of 
true growth, the result may be a distortion of 
normal earnings. Therefore, any case in 
which true growth is not demonstrated is 
not a proper case for the application of the 
principle of the growth formula.” 


Inquiry as to what was meant by “true 
growth” in a situation such as was here in- 
volved, developed the conclusion that the 
taxpayer must show that his index of sales, 
profits, production and related factors must 
make a better showing than the average of 
the industry throughout the period during 
which true growth is claimed. This ap- 
parently means that when an industry as a 
whole is growing, and all members of the 
industry are growing proportionately, none 
of them can meet the requirement of true 
growth, although all of them are truly grow- 
ing. In any event, evidence was submitted 
in this case that true growth was present 
even under the Treasury’s interpretation. 


The Treasury representatives then con- 
tended that even if true growth is demon- 
strated, the taxpayer is still not entitled to 
the growth formula provided by the statute, 
but instead to “reasonable growth”. In this 
connection, the Treasury stressed the fact 
that the tax under the relief provision as 


Section 722 Settled Claims 


stated in 722 (a) must be determined “by 
using such constructive average base period 
net income in lieu of the average base period 
net income otherwise determined...”. The 
Treasury emphasizes the words “in lieu of” 
and contends that once constructive income 
is substituted for actual income, then this 
must be accepted in lieu of the statutory 
method of computing base period credit. 
Accordingly, the growth formula as such is 
not necessarily to be applied even if true 
growth is substantiated. Instead, recogni- 
tion can be given to growth by any method 
which will result in a fair and just amount 
representing normal earnings. In this con- 
nection, the Bulletin states as follows: 


“Ordinarily, the mathematical formula 
contained in Section 713 (f) will correctly 
compensate for the factor of true growth. 
However, in some cases it is possible that 
the rigid formula may result in an amount 
in excess of normal earnings corrected for 
growth. This may come about by reason of 
one or more ‘good’ vears in the base period 
which cannot be adjusted for any specific 
abnormality, but which, through the appli- 
cation of the mathematical formula, produce 
a result in excess of any reasonable correc- 
tion for the factor of true growth. When 
this situation occurs, the exact mathematical 
formula should not be used. Instead a 
trend of reasonable growth should be sub- 
stituted.” 


How to give effect to a trend of normal 
growth in lieu of formula growth is yet in 
the great unknown. The taxpayer in this 
case is still waiting breathlessly for the 
answer from the Treasury. 


722(b)(1)—STRIKES 


In this case the taxpayer filed its claim 
for relief on the basis of loss of profits dur- 
ing the base period as a result of strikes in 
the plant of Chrysler Corporation, the com- 
pany’s principal customer. 


The company in question is a manufac- 
turer of automobile hardware. During the 
base period, the Chrysler Corporation con- 
sumed 70% of the company’s production. 
In 1937 there occurred a strike in the 
Chrysler plants which lasted from March 8 
to April 6. During that month, sales of 
claimant dropped to approximately one- 
third of the preceding month’s volume and 
also to less than one-third the volume of 
the comparable period in the previous year. 
A second Chrysler strike occurred in Oc- 
tober, 1939, and terminated at the end of 
November, that vear. Again, the effect 


5 








of this strike which occurred in the period of 
heaviest seasonal shipment was marked by 
a sharp drop in sales. 


Reconstruction of the sales for the two 
strikes was based on the elimination of the 
effect they had in diminishing the claimant’s 
sales. This was accomplished by applying 
the experience of the preceding four years 
sales ratios, which were not disturbed by 
strikes, to the period in which the strikes 
occurred. To arrive at constructive profits, 
the constructive sales were subjected to 
the profit margin which actually obtained 
in the strike-affected years, although such 
margins would probably have been higher 
in the absence of the strikes. 


Upon examination, the Treasury Depart- 
ment promptly raised the question of whether 
there existed a factor for relief, contending 
that merely because there was a diminution 
of production did not in itself prove in- 
adequacy of average profits during the base 
period. 


As regards the 1937 strike, the Treasury 
maintained that the sales curtailed because 
of the interruption were made up in subse- 
quent months due to the accumulation of 
unfilled orders, and so resulted in increased 
profits in a subsequent period. Shipments 
in April, May, and June of 1937 following 
the March strike did in fact increase ma- 
terially. It was the taxpayer’s contention, 
however, that such increases occurred periodi- 
cally due to the seasonal factor in every 
normal year. 


With respect to the 1939 strike which oc- 
curred in October and November of that 
year, there was no basis for the Treasury 
to take a stand similar to the position main- 
tained with respect to the 1937 strike, as 
whatever sales and profits were made up in 
subsequent months occurred after the base 
period and-were thus permanently excluded 
from base period earnings. The Treasury 
then raised the question as to whether there 
was an accumulation of inventory in antici- 
pation of the 1937 and 1939 strikes. It was 
demonstrated, however, that no such ac- 
cumulations took place. 


The Treasury then pointed to an un- 
usually high income realized by the tax- 
payer in 1936 and argued that these profits 
were abnormal in that they exceeded not 
only the taxpayer’s normal profit trend but 
also that of the taxpayer’s industry. It 
argued that this indicates that abnormal 
profits were realized in that year which 
should be scaled down to arrive at a fair 
and just amount of normal earnings. In 
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this regard it pointed to the following in 
the Bulletin: 


“In order to establish the fair and just 
amount representing normal earnings, it is 
also necessary to eliminate abnormally high 
income resulting from any unusual or 
peculiar events or conditions other than 
those causing the interruption.” 


The taxpayer contended that no unusual 
events occurred in 1936 and that its large 
income in that year was the result of gen- 
eral business conditions. In that respect, 
the claimant pointed to the regulations 
which provide that: 


“Increased income due to circumstances 
which have affected business in general and 
which have caused an increase in the earn- 
ings of business in general or due to cir- 
cumstances which would not be considered 
unusual and peculiar in the experience of 
the taxpayer, shall not be deemed to result 
in unusually large excess profits net income.” 


The case was finally closed by the allow- 
ance of the taxpayer’s reconstructed income 
on account of the 1939 strike and disallow- 
ance of the reconstruction for the 1937 
strike. 


Temporary Economic Depression 


722(b)(2)—Price War 


The temporary economic depression which 
formed the basis for relief in this case was 
a price war. The applicant for relief is 
engaged in the production of corrugated, 
solid-fibre, and folding boxes in the Mid- 
west. It conducts a wholly integrated 
operation from the production of the paper 
from pulp and waste to the finished box. 
The price for its major finished product is 
largely influenced by the cost of Kraft 
paper. If the price of Kraft paper drops in 
the open market below the level at which 
the company can produce it itself, it must 
nevertheless reduce its prices for the finished 
product correspondingly if it is to book any 
business. 


In 1938 and 1939 several southern mills 
completed a large capacity for Kraft paper 
production. In order to maintain the op- 
erations of their new mills at full capacity 
and because of the 1938-39 business depres- 
sion, the southern Kraft paper manufac- 
turers adopted policies which resulted in a 
scramble for volume and a sharp fall in 
prices. There ensued a ruthless drive for 
tonnage by price cutting regardless of cost. 
These conditions prevailed until the last 
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for Kraft paper were nearly as low as those 
prevailing in 1933, and were lower than 
those in the depression year of 1938. In 
order to maintain its competitive position, 
the applicant for relief in this case had to 
sharply lower its prices and thus suffer the 
loss of profits. 


The taxpayer maintained that this was 
both an unusual as well as a temporary eco- 
nomic event in that the normal growth of 
demand for Kraft paper would eventually 
take up the increased southern capacity. 
Moreover, even if the increase in capacity 
and the sharp slack in demand were not in 
themselves unusual, these same circum- 
stances occurring as they did at the same 
time caused an abnormal loss of profits to 
the members of the industry and therefore 
constituted a basis for relief as clearly set 
forth in the Bulletin as follows: 

“An unusual combination or concurrence 
of usual conditions may of itself constitute 
an unusual event or condition under Sec- 
tion 722 (b) (2). For instance, a taxpayer’s 
business may have been depressed during 
the base period because of unusual combina- 
tion of temporary economic circumstances, 
no one of which was unusual or would have 
abnormally depressed a business if existing 
alone.” 

Reconstruction for the price war was 
based on two adjustments: (1) for the loss 
of volume in tonnage based on the com- 
pany’s share of the industry’s total produc- 
tion in years prior to the alleged price war; 
and (2) for the decline in price in excess of 
that which occurred with respect to semi- 
manufactured goods generally. 

Upon examination of the claim, the 
revenue agent found that there was substan- 
tial evidence of a price war. He found that 
audit reports, minutes of directors’ meetings, 
and published financial reports of the tax- 
payer, and other paper board manufacturers 
in its vicinity, all bore reference to the 
ruinous competition and the effects thereof 
on the business during the years 1938 and 
1939. 

After studying financial reports of other 
manufacturers as published in the financial 
manuals, he evolved his own method of re- 
construction which was to adjust the com- 
pany’s profit in 1938 and 1939 to the average 
for several paper and box manufacturers 
which were not directly affected by the price 
war. 

The revenue agent’s adjustment was ac- 
cepted by the taxpayer but was rejected 
upon review in Washington. Claiming to 
have made an exhaustive study of the Kraft 


Section 722 Settled Claims 








paper situation during the base period, the 
Business and Industrial Research Division 
of the Treasury Department took the posi- 
tion that there was no price war. It con- 
cluded that the decline in prices was the 
result of severe competition and was not a 
price war. 

In that connection, the government pro- 
vided this definition of a “price war”: 

“A price war to qualify as such must be 
the result of deliberate adoption of a policy 
by one or more members of an industry, not 
forces of competition, working apart from 
people, but deliberate decision of one or 
more people. Prices must show a sharp 
decline, an unharmonious break in the curve 
of prices deliberately fixed so as to result 
in sale being made below a fair margin of 
profit to the member adopting the said 
policy. The level of prices during the 
(price) war is generally below true eco- 
nomic cost of production resulting finally 
in someone being forced out of business at 
the conclusion of which prices generally 
have a restoration or increase to pre-price- 
war level.” ? 

The road that this claim has traveled 
strongly indicates the Treasury’s reluctance 
to admit a factor which would have in- 
dustry-wide application. Thus, it insisted 
upon absolute proof of facts which could 
only be proven by circumstantial evidence. 
For instance, it insisted on direct evidence 
that specific manufacturers at specific times 
made affirmative efforts to gain volume by 
deliberate underhand price cutting; also, 
affirmative evidence that it was directed 
towards the elimination of certain competi- 
tors; etc., as required by its definition of a 
price war. Of course, evidence of this nature 
is practically impossible to obtain. 

Nevertheless, a basis for settlement was 
found in this case. The company’s claim 
included some (b) (4) items which were 
disregarded by the agent in his field audit. 
The Treasury suggested that these be re- 
considered. This was done and it appears 
that the allowance of the (b) (4) factors 
might approximate the compromise reached 
with the revenue agent on the price war. 
The new settlement is now clearing the 
Washington hurdle. 


722(b) (2)—FRAUDULENT CONTRACT 

The temporary and unusual event in this 
case involved a five-year contract entered 
into by the taxpayer early in 1939 under 





? For the Tax Court’s view on a price war in 
connection with a 722(b)(2) claim, see Monarch 
Cap Screw Manufacturing Co., 5 TC —, No. 146, 
promulgated December 10, 1945 [CCH Dec. 
14,861]. 
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which it agreed to sell practically all of its 
output exclusively through B, a _ sales 
agency. 


B, having tied up the total productive 
capacity of the taxpayer, then proceeded to 
force business on it at low prices, apparently 
with the intent and purpose of ultimately 
forcing the taxpayer to sell its business to 
the sales agency at a bargain. As a result 
of these actions, the taxpayer began to suffer 
heavy losses in spite of increased sales 
volume. 


The taxpayer was finally forced to seek 
relief from the contract in the courts. Asa 
result, the company was reorganized and a 
new corporation was formed, after the base 
period, which took over the affairs of the 
old business, previously conducted as a 
partnership. The new corporation computed 
its excess profits credit under Supplement 
A but claimed relief because of the tempo- 
rary earnings dislocation its predecessor 
suffered in 1939 as the result of the con- 
tract. The method used in the claim for 
arriving at the constructive base period net 
income in 1939 was to leave the sales during 
this year at the actual figure and recompute 
the cost of sales and expenses by applying 
the previous three-year average margin of 
profit. 


Upon examination of the claim, the 
Treasury raised the question as to whether 
the company had a qualifying factor for re- 
lief. It contended that while the effects of 
the contract were admittedly “temporary 
and unusual”, (b) (2) also requires that the 
depression in earnings must result from 
“economic” circumstances. It pointed out 
that to qualify as an economic circumstance, 
the Bulletin requires that the event must be 
“general in its impact or externally caused 
with regard to a particular taxpayer”. Also, 
that the temporary depression “was not 
brought about primarily by managerial de- 
cision” and that “a taxpayer cannot qualify 
for relief under Subsection (b) (2) because 
its earnings were temporarily reduced in 
the base period in consequence of its own 
business policies internally determined”. 


The taxpayer, on the other hand, con- 
tended that a fraudulent contract was here 
involved rather than managerial decisions 
or business policies, and that clearly the 
effects of this contract depressed earnings dur- 
ing the base period far below a fair and just 
amount representing normal earnings. It, 
accordingly, argued that if (b) (2) does not 
apply, then it is entitled to relief under 
(b) (5). While the Treasury representa- 





tives promptly dismissed the (b) (5) con- 
tention, they nevertheless recognized that 
the company had a strong equitable claim 
for relief and finally allowed the claim in 
part, by changing the taxpayer’s method of 
reconstruction. 


The result was that a measure of relief 
was allowed to the taxpayer—although far 
—yes, very far—from the amount of relief 
claimed. 


Variant Profits Cycle 


722(b)(3)—BUsINESs CONNECTED 

WITH CONSTRUCTION INDUSTRY 
The company here involved is engaged in 
the manufacture of two products, namely, 
window sash pulleys and sash balances. 
Approximately 95% of the company’s 
products are absorbed by residential build- 
ing. That the latter was depressed during 
the base period is recognized in the Senate 
Finance Committee report, in the Regula- 


tions, and in the Bulletin. The Regulations 
state: 


“Types of industries, the business cycles 
of which may not necessarily coincide with 
the general business cycle are industries 
connected with the construction industry.” 


The Bulletin requires that a variant profits 
cycle case submit proof that the profits 
cycle of the industry as well as that of the 
taxpayer differ from the general business 
cycle. In this case, however, it was im- 
possible to obtain statistics for the sash and 
pulley industry. Accordingly, reliance was 
placed on the industry with which the com- 
pany’s business is closely connected, i. e., 
homebuilding. Inasmuch as _ no _ profits 
statistics for the home construction industry 
were available, the data used for the con- 
struction of the cycle were represented by 
the next best index, i. e., the volume of resi- 
dential contracts awarded. This latter was 
then compared with the industrial produc- 
tion index compiled by the Federal Reserve 
Board. This definitely portrayed a variant 
profits cycle, as the graphs demonstrated 
a marked difference both in length and 
amplitude in the company’s and the related 
construction industry’s cycles as compared 
to that of the general business cycle. 


Reconstruction of the base period credit 
was computed in the claims by reference to 
another period in the company’s experience 
and that of the industry, which on an aver- 
age represented a period of normal earn- 
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ings. This was in accordance with the 
Bulletin, which states: 


“If it is possible to identify a limited 
period or periods prior to the statutory base 
period when the profits were normal for the 
taxpayer and its industry, then the average 
rate of profits during such period or periods 
can be used as the basis for reconstructing 
normal earnings.” 


The substitute period claimed was 1922- 
1933. This period was determined by estab- 
lishing that such period bore the same 
relationship to the profits cycle of the tax- 
payer and the construction industry, which 
the base period bore to the general busi- 
ness cycle as represented by the Federal 
Reserve Board Index of Industrial Pro- 
duction. 


Upon examination of the claim, the revenue 
agent recognized the closeness of relation- 
ship between this company’s business and 
the construction industry, and decided to 
recognize the factor. He differed, however, 
as to the method of reconstruction, insisting 
that the arithmetical average of the com- 
pany’s eighteen-year profits and losses from 
1922 to 1939 be taken as an indication of the 
company’s normal earning level. This is in 
accordance with the so-called extended 
method mentioned in the Bulletin as follows: 


“cc 


. It is usually desirable to limit the 
extended period chosen to years subsequent 
to 1921, although profits in years prior to 
that time may be examined as an aid to 
identifying the stage of the profits cycle 
reached at a time chosen as the beginning 
of the extended period. It is likewise em- 
phasized that the base period years must be 
included in the extended period as part of 
the cycle experience since the basis for re- 
lief is the extent of the depression in profits 
during the base period resulting from the 
cyclical behavior of profits and the base 
period itself is a part of the cycle.” 


As the constructive base period net in- 
come arrived at by the revenue agent was 
sufficient to eliminate the entire excess 
profits tax for which the 991 claims were 
filed, there was little point in a disagree- 
ment as to method. His proposal was 
accepted. 


Upon review in Washington, the exist- 
ence of a variant profits cycle was not ques- 
tioned. The claim was returned to the 
revenue agent for some minor adjustments 
and was then allowed in full by the Com- 
missioner. 


Section 722 Settled Claims 


Commencement of Business or 
Change in Character of Operations 


722(b) (4)—CoMMENCEMENT OF BusI- 
NESS DURING THE BASE PERIOD 
AND CHANGE IN CHARACTER 
OF OPERATIONS 


This company, a manufacturer of wood 
office furniture, was organized in February, 
1936, following purchase at foreclosure of 
the assets of a similar business whose pre- 
vious mismanagement ted it into’ bank- 
ruptcy. Because of the time necessary to 
re-establish the business, the company 
claimed that its base period net income was 
inadequate. The Bulletin states the fol- 
lowing in this connection: 


“Generally business experiences a time 
lag between the time that new operations 
are commenced... and the attainment of a 
normal earnings level. If all, or a portion, 
of this time lag occurs during the base 
period, the earnings during such period can- 
not be said to represent normal average 
earnings.” 


Another factor was the installation of a 
new power plant in July, 1939, thereby 
effecting a material saving in operating 
costs. Prior to that time the company pur- 
chased its power from the local public 
utility, at a cost substantially higher than 
that incurred after the installation of the 
new diesel engine power plant. 


In the original claim the sales were recon- 
structed for the first two months of 1936 on 
the basis of the percentage of the two 
months in each of the succeeding three years 
sales to the total sales for such years. The 
constructive operating profit for each of the 
base period years was arrived at by giving 
effect to the lower cost of production which 
would have prevailed in the base period 
years had the company’s production method 
existing in 1939 been in effect throughout 
the base period, and had the company op- 
erated its own power plant throughout the 
base period. The operating profits analysis 
disclosed that the man-hours per $100 of 
production declined continuously through- 
out the base period, so that by the end of 
the base period the number of man-hours 
needed to produce $100 worth of office 
furniture was about 20% less than during 
the first base period year. As there were no 
appreciable price changes in the company’s 
products throughout the period, it was con- 
tended that the decline in the ratio of man- 
hours to production must have been due 
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entirely to the changes in method of 


operation. 


Reconstruction for the lower operating 
costs resulting from the installation of the 
new diesel power plant was based on the 
cost of power for the last half of 1939 in re- 
lation to production for that period. A 
similar relationship was used for the prior 
base period years instead of the then actual 
power cost. 


Upon examination in the field, the claim 
was rejected. The examiner found that the 
actual net profits percentage in relation to 
sales was higher in 1937 than in 1938 or 
1939. He contended that the operating econ- 
omies effected during the base period were 
offset by increased selling and administra- 
tive expenses. The economies in operation 
as a result of the new power plant were 
dismissed by a statement that the proof 
submitted was insufficient to support the 
taxpayer’s contention. 


The examiner concluded that no higher 
profits would have been realized in the base 
period even if the company had commenced 
its business two years earlier. 


Upon conference in the office of the 
Revenue Agent in Charge, the conferee con- 
ceded that the commencement of business 
during the base period warranted relief. 
However, the lacking period was only two 
months, and the negative sales trend fol- 
lowing organization did not permit consid- 
eration of the two-year pushback as no 
growth in sales was indicated. He therefore 
concluded that operations reached by the 
end of 1939 were normal, but might have 
been subnormal in prior years due to the 
“organizational pains”, 


This reasoning led him to the conclusion 
that only the first two years of the base 
period should be reconstructed. The con- 
feree then tested the inadequacy of the 
company’s base period by comparing it to 
the base period average earnings of eight 
office equipment companies. This comparison 
showed that on the assumption that the com- 
pany’s 1939 and 1938 earnings were normal, 
1937 and 1936 earnings were subnormal in- 
asmuch as they were substantially below 
the similar level for the eight companies 
representing the industry. Accordingly, he 
allowed reconstructed earnings which brought 
the company’s average for 1936 and 1937 
up to the same relative level as that of the 
eight companies representing the industry. 


As to the power plant, after submission 
of further details the conferee agreed that it 


constituted a change in character but al- 
lowed only a small part of the savings 
claimed as resulting from its installation. 
The taxpayer accepted the reconstruction 
and the settlement was ultimately confirmed 
by Washington. 


722(b) (4)—FatiLure To REACH 
NorRMAL EARNINGS—A ‘“‘PUSH- 
BACK” ADJUSTMENT 


The taxpayer’s basis for relief is the 
commencement of business in the second 
base period year and failure to reach normal 
earning level by the end of the base period. 
This is an organization engaged primarily 
in the planning and installation of electrical 
equipment in factories. The installations 
include complete electric lighting systems, 
power wiring in industrial plants, as well as 
electric. generating stations. 


The first year of operations, which was 
1937, showed only nominal sales, while in 
the two succeeding years sharp increases in 
operations were experienced notwithstand- 
ing that 1938 was a depression year and 
business in 1939 was substantially below 
1937, 


The company’s sales, when broken down 
on a quarterly basis, showed consistent in- 
creases. This was evidence of growth and 
failure to have reached normal earnings 
level by the end of the base period. There 
was also secondary evidence in this direc- 
tion, such as consistent increase in em- 
ployees, increase in payrolls, increase in 
man-hours worked—all tending to support 
the propriety of applying the “pushback” 
rule. 


Sales were reconstructed by projection of 
a trend line based on the eight quarters of 
the last two base period years during which 
the company operated. The first year was 
disregarded inasmuch as it was a purely de- 
velopmental period. The trend line was 
projected for two years and the level at the 
end of this period was claimed to constitute 
the normal sales level which the company 
would have reached in December, 1939 had 
it commenced operations in January, 1935. 
This sales level was then related to the 
relative business activity existing in each of 
the base period years in accordance with the 
Bulletin which requires that: 


‘ 


‘... In any case in which a constructive 
demand for the product or services that the 
taxpayer has established under the push- 
back rule, such demand must be consistent 
with general business and market conditions 
existing prior to and during the base period 
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but prior to January 1, 1940. The market 
conditions during 1939, which was the year 
of relatively good business, cannot be taken, 
as the market conditions for 1938 when 
business conditions were relatively poor. 
A constructed demand must fluctuate in line 
with the actual base period market conditions.” 


Accordingly, the reconstructed sales level 
for each of the years 1936-1939 was arrived 
at by reference to the index figures repre- 
senting factory construction as published in 
the Survey of Current Business, i. e., the 
monthly average of manufacturing floor 
space constructed in the base period years. 
The procedure appeared appropriate inas- 
much as the company’s business is closely 
related to the construction of manufacturing 
buildings. 


Having thus computed the constructive 
sales for the entire base period, the con- 
structive profits were then arrived at by 
applying the average margin of profits dur- 
ing the base period years as earned by other 
corporations in a similar line of business. 


The first review of the claim in the field 
by the revenue agent resulted in its com- 
plete rejection. His report to his reviewer, 
however, was returned to him with instruc- 
tions that he reconsider his decision in view 
of the evidence contained in the claim. The 
reviewer called his attention to the fact that 
since this company commenced operations 
during the base period, it may under Sec- 
tion 722 (b) (4) be entitled to relief because 
the average base period years’ net income 
does not reflect a normal operation for the 
entire base period of the business. In that 
regard, the regulations state: 


“For the purposes of Section 722 (b) (4) 
normal operations refer to normal opera- 
tions throughout the entire base period of 
the business commenced or to which such 
business was changed during the base 
period and to the normal earnings recon- 
structed on the basis of such normal opera- 
tions for such entire base period.” 


The revenue agent then reversed his posi- 
tion, checked the sources of the figures used 
in the claim and adopted substantially the 
method outlined therein. He used, however, 
a modified computation to arrive at the 
normal sales level after giving effect to the 
two-year pushback basis. 


722(b)(4)—CHANGE IN MANAGEMENT 
AND INTERRELATED FACTORS 


This company is engaged in the manufac- 
ture and sale of refrigerator hardware. Its 


Section 722 Settled Claims 


accounts are maintained on a fiscal year 
basis ending August 31. 


In 1937, the company hired a new general 
manager who subsequently became presi- 
dent. He had a long history of successful 
association with a nationally known com- 
petitor and brought with him other important 
key personnel as well as several large 
accounts not previously had by the tax- 
payer. In addition, he (1) instituted a 
change in production methods from job shop 
to conveyor assembly line production, (2) 
increased capacity for production through 
substantial investments in plant and ma- 
chinery with money obtained through sale 
of stock, (3) acquired new machinery for 
establishment of new semi-automatic and 
fully automatic production lines. That these 
constituted factors for relief is indicated by 
the Bulletin as follows: 


“An analysis of a qualifying change in 
management will usually show that the 
changes in basic policies of the business 
have resulted in one or more of the changes 
of character Thus, the new manage- 
ment may have changed the method of 
operation of the business, or it may have 
increased the capacity or changed the 
products or services rendered.” 


In the reconstruction of earnings, it was 
considered that the pushback rule was ap- 
plicable as the company’s initial develop- 
ment difficulties arising from the change in 
management, expansion, etc., had not been 
concluded by the end of the base period. 


Reconstruction generally followed the 
theory outlined in the Bulletin as follows: 


“.. The problem of reconstruction under 
the pushback rule then is to identify the 
particular phases of the taxpayer’s business 
in which progress was under way at the 
end of the base period, measure the rate of 
progress in each phase, and judge how much 
more progress would have been made in 
two additional years of experience under 
normal conditions.” 


It was shown that the company’s com- 
petitive position was rapidly improving and 
such rate of improvement was used to 
project constructive sales for two years. 


Constructive profits were arrived at by 
application of prime cost which actually 
obtained in the base period years. Other 
costs, except those of a definitely non- 
varying nature, were applied in proportion 
to sales. Section 713 (f) was not claimed 
with respect to the reconstructed earnings 
because growth was obviously the basis for 
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the reconstruction and 713 (f) would con- 
stitute a double adjustment. 


The revenue agent examining the claim 
recognized the factors but followed his own 
method of pushback computation which, 
prior to the Bulletin (this claim having been 
filed and examined prior to its issuance), had 
wide popular acceptance but had no founda- 
tion in law or regulation. He pushed back 
the competitive levels arrived at for each 
year rather than the constructive December 
31, 1939 level. He also applied 713 (f). 


As the agent’s recomputation yielded a 
reasonable figure, his constructive base 
period credit was agreed to by the taxpayer. 
It was, however, rejected in Washington, 
and returned to the field for further action. 


The reasons given for Washington’s re- 
jection, as far as the taxpayer could de- 
termine, were in summary as follows: 


(1) That the change in management was 
not a basic change in the affairs of the 
company of such a nature as to yield sub- 
stantially higher earnings. 


(2) That in any event, whatever results 
may be attributable to the new management 
had become fully effective by the end of the 
taxpayer’s base period. 


(3) In the reconstruction no adjustment 
was made because a fiscal year was involved 
carrying the last base period year beyond 
December 31, 1939. In this connection ref- 
erence is made to the Bulletin which states: 


“In any construction of average base 
period net income for a base period ending 
after December 31, 1939, it is necessary to 
reconstruct the portion of the base period 
after December 31, 1939. To illustrate, as- 
sume that taxpayer’s base period is the four, 
fiscal years ended November 30, 1940. It 
had a strike in 1937 which formed a basis 
for a claim for relief under Section 722 
(b) (1). In determining the constructive 
base period net income, it is not sufficient 
merely to eliminate the effects of the strike. 
The statutory prohibition in Section 722 (a) 
bars the use of the actual earnings from 
January 1 to November 30; 1940. Instead, 
there must be reconstructed for this period 
a substitute net income representing earn- 
ings for which the corporation as of De- 
cember 31, 1939 could reasonably have 
expected to earn in this period under normal 
operating conditions uninfluenced by the 
economy.” 


(4) That the application of the statutory 
growth formula under Section 713 (f) is not 


to be applied in a reconstruction of this 
nature. 


This case is now being reaudited and 
reconsidered based upon additional facts 
submitted by the taxpayer. 


722(b) (4)—CHANGE IN CAPACITY 
OF OPERATIONS 


This company operates a chain of retail 
stores distributing men’s wear. The basis 
for application for relief was a change in 
the company’s capacity for operation. Prior 
to the base period the company operated 
three stores, while three additional stores 
were placed in operation during the base 
period, thereby substantially increasing the 
company’s capacity. As a result, it was 
claimed that the average base period net 
income did not reflect normal operations for 
the entire base period. The Bulletin specifi- 
cally covers this type of situation in ‘the 
following example: 


“ce 


. a taxpayer, operating a chain of re- 
tail stores opened a new store of the same 
character in May, 1938 in a territory not 
previously served by the taxpayer. The 
new store had no effect upon the existing 
stores which were continued in operation, 

. its addition is found to qualify as an 
increase in capacity.” 


As to the method of reconstruction in a 
situation of this nature, the Bulletin states: 


“Depending upon relationship between 
the operating conditions of the new and old 
stores, sales and costs, or net profits of the 
new store might be determined by reference 
to the sales or costs or the net profits of the 
old stores. ... If it be found that due to 
local conditions in the new territory, sales 
of the new store fluctuate differently from 
those of the old stores, the normal level of 
sales at the end of the base period might be 
determined by establishing a relationship to 
comparable nature concerns in the same 
territory. ... Reconstruction of sales might 
then be made upon the basis of this rela- 
tionship It should not be assumed 
that this percentage would remain constant 
throughout the base period. Adjustment 
should be made to reflect the changes in 
economic conditions.” 


While the claim in this case was prepared 
before the Bulletin was issued, reconstruc- 
tion in the claim was precisely along the 
lines quoted above. This claim was allowed 
in full (with but a minor adjustment) which, 
in itself, is a rare experience. 
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722(b) (4)—INCREASED CAPACITY 
FOR PRODUCTION 


In November, 1936, this company, a mid- 
western manufacturer of automobile parts, 
established a division in New Jersey for the 
purpose of supplying its products to auto- 
mobile manufacturers in the eastern section 
of the United States, as these could not be 
serviced economically from its midwestern 
plant. Due to the normal difficulties in 
establishing a new plant and in developing 
trade connections, the first fifteen months 
of operation of this division resulted in 
losses. Thereafter, only a nominal profit 
was shown for the fiscal year 1938. It was 
not until the last base period year that 
profits became substantial. The eastern 
division eventually grew so that its sales 
represented nearly one-half of the total 
sales of the entire enterprise. Thus, this 
was a real change*in the character of the 
business and complied with the Bulletin’s 
requirement that “The new facility must 
represent a substantial addition to the 
capacity for production or operations.” 


In connection with the reconstruction, 
analysis indicated that from the point of 
view of position in the industry the eastern 
plant at the end of the base period had 
about reached its normal operating level 
and, therefore, the pushback rule would not 
apply. At the end of 1939, the sales of the 
eastern plant per automobile produced in 
the’ country amounted to approximately 
50¢. In computing the constructive sales 
of the division for prior years, this measure 
of capacity and position in the industry was 
applied to the number of automobiles pro- 
duced in the country during each of the 
base period years. The result represented 
constructive sales. As respects construc- 
tive net income, study disclosed that in the 
years 1937 to 1941, there was a definite re- 
lationship of profit margin between the 
eastern division and the main plant. After 
adjustment for this relationship, the main 
plant’s rate of realization in the base period 
years was applied to the eastern division’s 
constructive sales, thus arriving at con- 
structive net income. 


Upon examination, the revenue agent fol- 
lowed along the, lines in the claim with re- 
spect to’ the reconstruction of earnings, 
although he made a number of adjustments 
in computation which were accepted by the 
taxpayer. The settlement was confirmed by 
Washington. 
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722(b) (4) —CHANGE IN MANAGEMENT 
AND CHANGE IN METHOD 
OF OPERATIONS 


This company is engaged in the printing of 
labels used in food packaging and beverage 
bottling industries. 


Prior to 1936, it sold its line through a 
manufacturer’s agent who also handled lines 
of other companies on a commission basis. 
About January, 1936, this agent purchased 
an interest in the company, and from that 
time began to devote all of his time to 
the affairs and management of the company. 
He brought with him many new accounts, 
and after making a series of operating 
economies, was able to treble his own sales 
as compared with those he brought in as 
manufacturer’s agent. In addition, he re- 
vamped the total sales organization by 
adding new salesmen and new territories. 
He also changed the market for his product 
from many small users to a few national 
accounts. 


The company’s base period sales were 
reconstructed on the hypothetical level of 
business which could have been expected to 
have been attained by the end of the base 
period had the new management come in 
two years earlier, and had the changes in 
sales policies been effected two years earlier. 
Actual reconstruction was based on the rate 
of growth in sales of the new management 
and the new salesmen. The operating 
profits used for reconstruction were those 
actually realized in the respective years. 


Upon examination, the revenue agent 
recognized the change in management and 
the resulting realization of greater sales and 
greater profits as a factor. Instead, how- 
ever, of projecting its growth for two years, 
he assumed that normal was reached during 
the last fiscal year of the base period, and 
on the basis of the level so reached he recon- 
structed the entire base period. Even on 
this basis, relief to this company was sub- 
stantial, and the revenue agent’s proposal 
was agreed to. The settlement was later 
confirmed by the Commissioner. 


It is interesting to note that because this 
company sustained a substantial loss in 
1938, the 713 (f) growth formula did not 
apply in its original returns. Upon the 
agent’s reconstructed income, the growth 
formula would have yielded further substan- 
tial relief, and the taxpayer claimed this 
adjustment. However, the Treasury turned 
thumbs down on allowance for growth, con- 
tending that to apply the growth formula in 
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a case of this kind would yield double relief 
in that growth was already recognized by 
taking the last fiscal year in the base period 
as the standard for reconstruction. The 
taxpayer accepted. 


Invested Capital Corporations 


722(c)—ABNORMALLY Low INVESTED 
CAPITAL CREDIT 


The factor involved in this case, which 
represented a corporation organized in 
January, 1940, thereby falling into the 
722 (c) classification, was the abnormally 
low invested capital of the company com- 
pared with the average for other members 
of the industry of which the company was 
a member. The company is a manufacturer 
of household furniture. In 1936-1939 the in- 
dustry averaged about $1.50 of sales per 
dollar of capital and in 1941, about $2.30. 
On the other hand, the company’s sales in 
1941 amounted to $13.00 per dollar of in- 
vested capital. According to the Bulletin, 
however, this in itself would not establish 
a valid basis for relief as the Bulletin 
states: 


“The fact that the invested capital of the 
taxpayer was low as compared with that of 
similar corporations capitalized under pre- 
1940 conditions does not necessarily mean 
that the taxpayer’s invested capital was ab- 
normally low.” 


To establish this factor, the Bulletin re- 
quires proof that the invested capital was 
abnormally low because of the presence of 
some identifiable abnormality in the taxpay- 
er’s invested capital structure. In this case 
the identifiable abnormality was claimed 
to have resulted from a bargain purchase 
of the company’s plant. This plant was ac- 
quired by the company in January, 1940, for 
about $60,000, whereas a subsequent ap- 
praisal by a competent appraisal firm showed 
the replacement value of the property to be 
$250,000. 


In arriving at constructive base period 
income, it was fortunately found that the 
organizers of the new corporation also 
owned a partnership whose business was to 
make a similar product for a number of 
years prior to and during the base period. 
Accordingly, the computation of the con- 
structive base period net income was based 
on the experience of the partnership which 
did approximately the same volume, and 
had a similar capacity for production as did 
the corporation. It was established, how- 





ever, that during the first three years of 
the new company’s existence (after the base 
period) its percentage of profit realized was 
smaller than that obtained by the partner- 
ship. This called for the assumption that 
such differential also would have existed 
during the base period. 


Upon examination, the revenue agent 
readily conceded the factor and proceeded 
to examine constructive base period net in- 
come as contained in the claim. He found 
the method used in the original claim rea- 
sonable and adopted it in his own recon- 
struction, with the exception of an adjustment 
which he made for partnership salaries. 
Although the adjustment for partners’ sala- 
ries was arbitrary and out of proportion to 
the salaries taken by the officers, the revenue 
agent’s figures were finally accepted as a 
basis of settlement. The settlement was 
subsequently confirmed by Washington. 


As an interesting sidelight, it might be 
mentioned that because of the corporation’s 
lack of excess profits net income in 1940 
and 1941, the constructive credit for 1942 
and the carry-over from the two preceding 
years would have wiped out all excess 
profits taxes for 1942 and resulted in a re- 
fund of the total excess profits taxes paid. 
To overcome this distasteful result, the 
revenue agent applied the variable credit 
rule, claiming that this represented a case 
where the business could not expect to be 
fully developed until two years after the 
first excess profits tax year for which the 
excess profits tax credit was being com- 
puted. He, accordingly, disallowed the 
carry-over for 1940 and 1941. It was felt 
that it would be a very difficult. task to 
overcome the revenue agent’s assumption 
on this point and the taxpayer therefore 
decided to follow “the bird in the hand” 
policy by accepting this adjustment. 


722(c)—INTANGIBLE Assets Not 
INCLUDED IN INVESTED CAPITAL 


As this corporation came into existence 
after the base period, its application for re- 
lief came under Section 722 (c). The com- 
pany was organized in July, 1941, and 
purchased the business of a predecessor. 
Its stockholders were former employees of 
the predecessor’s business which was a part- 
nership. In recognition of their long years 
of service to the previous owners, the pur- 
chase of the business was made at a very 
advantageous price. The company was en- 
gaged in the wholesale distribution of elec- 
trical products for certain large manufacturers 
in the midwest. 
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The claim for relief was based on two 
factors: 


(1) The business of the company was of 
a class in which its intangible assets were 
not includible in invested capital. One of 
these intangible assets was an unusual 
credit arrangement with its main supplier 
who agreed to supply the corporation with 
an unlimited volume of merchandise to be 
paid for by the corporation upon the receipt 
of payment from its own customers. 


(2) The company’s invested capital was 
abnormally low because of the low price at 
which the business was acquired, and the 
fact that the good will was received gratis. 


Upon examination in the field, the first 
factor was denied inasmuch as the unusual 
credit situation represented an intangible 
asset which was not usual and necessary 
for the kind of business in which the com- 
pany was engaged. In other words, it was 
not inherent in the industry, but rather 
peculiar to the taxpayer itself. The second 
factor, however, was recognized in that 
there was here clearly a distortion between 
the invested capital of the taxpayer and the 
size of its operations and in relation to other 
similar taxpayers. The situation here cor- 
responded to that described in the Bulletin 
as follows: 


“The . .. situation is usually caused by 
some favorable condition which permits the 
taxpayer to operate with an invested capital 
which is abnormally low in relation to other 
taxpayers in the same industry, doing the 
same relative volume of business, as where 
the taxpayer leases his plant and equipment.” 


In this case the taxpayer employed facili- 
ties of great value which it was able to 
obtain at an unusually favorable price. 


In reconstructing sales and earnings for 
the new company, no comparison could be 
made with its predecessor as the latter’s 
business was not representative of what the 
new enterprise could do. 


The problem of reconstruction in this 
case was particularly difficult as there was 
little other data to go by. It was finally 
concluded to rely on the predecessor’s sales 
in its last year of operation, i. e., 1940, ad- 
justed by a percentage to allow for greater 
sales ability of the new management. The 
new sales figure was then varied to corre- 
spond to business conditions as they ex- 
isted with respect to the electrical goods 
manufacturing and sales in the base period 
years. To sales so obtained was applied a 
profit margin actually realized by the new 
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company in 1941, the first year of its ex- 
istence. This reconstruction only partially 
complied with the Regulations and the 
Bulletin. The latter states that if post-1939 
events in 722 (c) cases are considered, they 
“shall be taken into account in determining 
normal earnings to be used as constructive 
average base period net income only to the 
extent necessary to establish the nature of 
the taxpayer and the character of the busi- 
ness... . The actual operations of the tax- 
payer after December 31, 1939, including 
selling prices, manufacturing or distributing 
costs, volume of sales, or other factors 
which may be affected ... by the expanded 
economy shall not be used in determining 
the constructive average base period net 
income.” 


Because of this provision, the revenue 
agent rejected the reconstruction contained 
in the original claim and insisted on relying 
for his reconstructed earnings on those of 
the predecessor company during the base 
period. As a result, it was decided to 
analyze closely the predecessor partnership’s 
operations and view them as though they 
had been conducted by a management as 
good as that of the new corporation. Such 
an analysis showed, among other things, 
that the salaries in relation to sales and 
profits taken by the old management were 
entirely out of line with those taken by the 
management of the new corporation. Fur- 
thermore, there were certain costs which 
were entirely eliminated by the new manage- 
ment and, therefore, called for adjustment 
of the predecessor statement. After this re- 
construction, it was found that the con- 
structive base period net income arrived at 
by the revenue agent’s method was suff- 
ciently close to the credit claimed in the 
original 991 to warrant agreement by the 
taxpayer. 


Conclusion 


Based upon these and other cases that 
have come to the writer’s attention, here are 
a few of his tentative conclusions regarding 
722 settlements: 


(1) 722 (b) (1) cases usually constitute 
top-grade claims and are often so recog- 
nized by the Bureau. The best ones are 
those involving interruptions in the last base 
period year if the offsetting effect, if any, of 
the interruption takes place after the base 
period. 


(2) Also, falling into the “good” cate- 
gory are 722 (b) (4) cases involving com- 
mencement of business during the base 
period and 722 (c) cases covering corpora- 
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tions that came into existence aiter the 
close of the base period and which meet 
one or more of the qualifying factors. 


(3) Management changes, increased ca- 
pacity, changes in method of operations, in- 
troduction of new products, and similar 
(b) (4) factors generally fall into the 
“borderline” division and are most difficult 
of proof and settlement. 


(4) 722 (b) (5) cases are under the Bu- 
reau’s interpretation practically non-existent, 
and as a result situations involving admitted 
subnormalities in base period income grow- 
ing out of non-economic temporary and un- 
usual events, or other events which do not 
specifically fall into the (b) (1) to (b) (4) 
definitions, are just “plain out of luck.” 


(5) The requirement to adjust for the 
post-1939 months in the last base period 
year for fiscal-year companies often becomes 
an insuperable barrier nullifying otherwise 
perfectly good claims. 


(6) In the reconstruction of the base 
period, an extraordinary high profit vear is 


almost always subject to microscopic scru- 
tiny for abnormalities. There is a tendency 
to look upon such high profit as being in 
itself an abnormality with the burden of 
proof heavily on the taxpayer. 


(7) The Bureau is apparently unwilling 
to concede any factors which might have 
industry-wide scope or effect, such as cycle 
cases, price wars and similar industry-wide 
situations. A cycle case, however, may have 
a chance if it is of an industry closely re- 
lated to the building industry—with the em- 
phasis on “closely.” 


(8) Claims involving multiple factors even 
if they are all in the borderline class, ordi- 
narily yield better settlement results than 
single factor claims. 


(9) The position taken by the Bureau 
severely limiting the application in 722 cases 
of the growth formula under 713 (f) and 
entirely eliminating the benefits of 713 (e), 
constitutes a serious barrier in the settle- 
ment of all cases involving these points. 


[The End] 


SEC. 722 STATISTICS 


As of the fiscal year ended June 30, 1945, a total of 36,635 applications for relief 
had been filed by 16,909 corporations, claiming a gross reduction of excess profits 


tax in the amount of $3,340,241,283. 


Of the total number of applications filed, 


approximately 4,000 asking for relief in the amount of $56,000,000 have been 
disallowed. Taxpayers have voluntarily withdrawn almost 5,000 applications 


seeking relief in the approximate amount of $300,000,000. 


Of the cases still 


pending, several thousand had reached a fairly advanced stage of handling as of 
June 30, 1945. 
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PRESENT DEDUCTIONS FOR POSTWAR PROJECTS 


by GEORGE D. BRABSON 


Deductions for amortization, for net operating loss, for excessive deple- 
tion, and for pension plans are some of the subjects analyzed here by 
Mr. Brabson, Findlay, Ohio tax attorney for the Ohio Oil Company. 
The author has not limited his discussion to deductions for specific 
postwar projects; in his own words, he treats “those deductions which 
are related to and will affect the postwar prospects of the taxpayer.” 


T HAS BEEN fairly clear to most of us 

that the Revenue Acts since 1941 were 
enacted by Congress in the light of three 
socio-economic principles: 


1. In a period of rapid wartime expan- 
sion to drastically tax or recapture profits 
traceable to war contracts, or profits in ex- 
cess of a normal base period income, or a 
percentage of equity invested capital. 


2. In such a period to draw off excess 


purchasing or spending power, reducing the 
ultimate consumer demand for a dwindling 
production of consumer goods, and thereby 
easing the strain imposed on direct controls 
over wages, prices and priorities. 


3. In the same period to look forward 
into postwar conditions and to enact such 
ameliorative measures as would provide a 
cushion against the termination of wartime 
production and controls and against the 
shock of conversion, and which would 
stimulate the reemployment of as many 
workers as possible in peacetime activities. 


In a sense it can fairly be said that the 
problem of how to achieve high levels of 
employment in all types of enterprise was 
the dominant consideration of Congress in 
these postwar anticipations, and that the tax 
benefits or advantages offered to business 
enterprises themselves were a necessary ac- 
companiment. Obvious it is that there were 
certain sociological pressures which could 
not be ignored, either in the wartime meas- 
ures or in the measures designed for post- 
war effectiveness. 


Whether the measures so enacted carried 
out these tax policies of the Congress is 
certainly a moot question which is not 
properly a part of this article. But Congress 
did enact certain provisions in those Reve- 
nue Acts which contemplated how profound 
a reaction would come upon cessation of 
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war activities, and that the results of war- 
time tax policies might well carry over for 
a period of years into postwar operations. 
In short, these provisions contemplated the 
fact that a complete volte face in the economic 
policies of the country might well develop 
out of a sudden termination of hostilities. 


It is some of these provisions that concern 
us now. 


It is not my thought to limit this dis- 
cussion to deductions for specific postwar 
projects, but rather to extend the meaning 
of the word and to discuss those deductions 
which are related to and will affect the post- 
war prospects of the taxpayer. 


The Deductions for Amortization 


The first and one of the most important 
provisions to be discussed is, of course, the 
deduction for amortization of war facilities, 
and especially the provision for accelerating 
the deduction by the shortening of the 
period of amortization. 


I shall not attempt to discuss the legal 
problems in connection with amortization, 
since that topic will be covered by, others, 
but will confine myself to some of its 
economic aspects. It is obvious that Sec- 
tion 124 was enacted as a powerful stimulant 
for the build-up of urgently needed war 
production, and at the same time to afford 
the owners a means of quick recoupment of 
capital which would be required post war. 


As you know, Section 124, I. R. C., pro- 
vides that upon proper designation and cer- 
tification by the War or Navy Department 
of any facility, land, building, machinery or 
equipment as an “emergency facility”, which 
was begun or acquired subsequent to De- 
cember 31, 1939, and prior to October 5, 
1943,—the cost thereof may be amortized 
over a period of 60 months if the taxpayer 
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so elects, and deductions taken accordingly. 
The taxpayer claiming amortization has the 
right to commence amortization with either 
the month or the beginning of the year fol- 
lowing completion or acquisition. 


Once having received a certification of 
an emergency facility the taxpayer has a 
number of options open to him. He may 
elect either to amortize his cost or he may 
claim depreciation under Code Section 23 (1), 
which under certain circumstances may be 
more advantageous. That depends on the 
character and life of the facility and the tax 
position of the taxpayer. Some facilities 
under conditions of abnormal and excessive 
use may sustain accelerated depreciation re- 
sulting in a shorter life than five years. On 
the other hand the taxpayer, if he is oper- 
ating at a loss, will naturally not exercise 
the option, since all or a portion of the 
amortization would be deductible against 
non-existent income. 











by the War or Navy Department, which in 
effect states that the particular facility in 
question has ceased to be an emergency 
facility; or by the issuance of a Presidential 
Proclamation ending the emergency period 
as to all such facilities. The President’s 
Proclamation was, of course, issued on Sep- 
tember 29, 1945, declaring the emergency 
period at an end. 


The advantages of shortening the amor- 
tization period to a taxpayer in excess profits 
during the war years is obvious. It simply 
means that a larger portion of the cost of 
the facility is deducted against income sub- 
ject to an excess profits rate of 85.5%, as 
compared to a much smaller tax benefit if 
the amortization is allowed to continue into 
the postwar years when the effective tax 
rates will be lower. The tax saving is illus- 
trated by the following typical example of 
a facility completed in May 1942, with the 
amortization period terminated as of Sep- 
tember 30, 1945. 






€0-Month Period 40-Month Period Lax 
Year Tax Rate Amortization Tax Benefit Amortization Tax Benefit Savings 
1942 81% $ 140,000 $113,400 $ 210,000 $ 170,100 $ 56,700 
1943 . 81% 240,000 194,400 360,000 291,600 97,200 
1944 . 8514% 240,000 205,200 360,000 307,800 102,600 
1945 854% 240,000 205,200 270,000 230,850 25,650 
1946 38% 240,000 91,200 aE a ee 91,200* 
1947 38% 100,000 38,000 38,000* 





Totals . $1,200,000 





* Red figures. 





Having elected to amortize his emergency 
facilities over 60 months the taxpayer has 
another option, which is to terminate such 
amortization at any time thereafter if it ap- 
pears to his advantage to do so, upon giving 
proper notice to the Commissioner. Strange 
as it may seem to the practitioner conscious 
of excess profits, there are still some situa- 
tions where it may be to the taxpayer’s ad- 
vantage to stop amortization. That would 
be an obvious advantage, for example, if the 
monthly amortization had been sufficient to 
absorb all the taxpayer’s earnings during 
the wartime period, and the taxpayer’s earn- 
ings thereafter were insufficient to require 
any part of the amortization. 

Most attractive of all, of course, to the 
taxpayer in the excess profits class is the 
option to shorten the period of amortization 
from the 60 months originally contemplated, 
and to amortize his cost over a lesser period. 
This could come about in two ways; either 
by the issuance of a non-necessity certificate 


$847,400 








$1,200,000 










$1,000,350 $152,950 


From the foregoing the tax practitioner 
is aware of a second decided advantage. The 
provisions of Section 124 are to the effect 
that the taxpayer may amortize the cost 
or adjusted basis of the emergency facility, 
which is defined to be the same as the basis 
for determining gain upon sale of the facility. 
That means that the taxpayer can in such 
cases deduct as amortization the entire cost 
without regard to salvage value or the re- 
maining value as an operating facility. This 
remaining value is bound to be substantial 
in most cases, so that the taxpayer has all 
his capital cost returned, and has a prac- 
tically new plant facility ready for reconver- 
sion to peacetime operation. 


There is a further advantage to be gained 
in cases where the taxpayer has been re- 
imbursed by the United States for the un- 
amortized cost of the facility under the 
provisions of Section 124 (h) by reason of 
cancellation of war contracts and so on. In 
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such cases the amount paid by the United 
States must be included in the gross income 
of the taxpayer for the year payment was 
made. But the taxpayer is allowed another 
deduction which offsets that inclusion. He 
is allowed to take an additional depreciation 
or amortization deduction equivalent to the 
amount of the compensation received from 
the United States. Thus the taxpayer is 
permitted to recover the entire capital cost 
of the facility through deductions for amor- 
tization and depreciation, although he has 
previously been reimbursed for a substantial 
part of such cost. This is one of the few 
cases under our complex income tax laws 
in which a taxpayer can recover capital costs 
where he has no actual capital invested. 


There is one further advantage to be ob- 
tained from the accelerated amortization 
now available to taxpayers having emergency 
facilities. The effect of the election to ac- 
celerate amortization is to reopen all prior 
years in which amortization has been taken 
and to permit the taxpayer to recompute his 
excess profits and normal and surtax liability 
on the new basis, which, of course, gives 
larger deductions in each such year. Now, 
to a tax practitioner who is watching out for 
the taxpayer’s best interests, here may be 
an opportunity to eliminate substantial 
amounts of income from excess profits taxes. 
Indeed, in the case of some taxpayers the 
additional deductions for amortization may 
be sufficient to take them out of excess prof- 
its entirely, subjecting their income to normal 
and surtax only. 








with deductions for operating losses for 


years beginning after December 31, 1941, 
This provides that a net operating loss in 
any such year may first be carried back and 
deducted against net income of the two pre- 
ceding tax years. Any loss remaining may 
then be carried forward and deducted against 
the net income of the two succeeding years. 
In the same manner, under Section 710 of 
the Code, any unused excess profits tax 
credit may be carried back and applied 
against the excess profits net income of the 
two preceding years. Any unused credit 
remaining may then be carried forward and 
applied against the excess profits net in- 
come in the two succeeding years. 


To the income tax practitioner these 
carry-over and carry-back provisions offer 
something to the fluctuating business cor- 
poration which may well enter into their 
postwar plans and take the place of a re- 
conversion reserve. A great many small 
corporations will be faced with an immedi- 
ate loss of markets for their wartime prod- 
ucts, or will have new products which 
have not yet been established, or will have 
lost their prewar markets for their former 
products. Claims in connection with carry- 
backs should be filed as soon as possible, 
since interest on such refunds commences 
to run only from the time such claims are 
filed. 


The effect of the carry-over and carry- 
back provisions is illustrated in the follow- 
ing example: 





Net Normal & Excess Postwar Net Inc. & Net After 
Year Income Surtax Pr. Tax Refund Bx Ps Tax Taxes 
1942 . $300,000 $40,000 $180,000 $18,000 $202,000 $98,000 
1943 ..... 500,000 40,000 360,000 36,000 364,000 136,000 
1944 ..... (200,000) 38,000 265,500* 26,550* 200,950* 950 
nr (200,000) 38,000 265,500* 26,550* 200,950* 950 

1946 (100,000) None None None (100,000) 
| ee 100,000 100,000 
$400,000 $156,000 $ 9,000 $ 900 $164,100 $235,900 


The above example is based on a specific exemption of $5,000 and an excess profits tax credit of 


$95,000. 
* Indicates red figures. 


In this connection it should not be over- 
looked that such recomputations will un- 
doubtedly result in refunds of tax paid for 
prior years, and that such refunds still carry 
the usual statutory interest of 6%. That is 
not a matter of small moment in the case 
of the larger taxpayers. 


Net Operating Loss Deductions 


The second provision to be discussed 
here is found in Section 122, I. R. C., dealing 
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Note from this illustration the following: 


1. That for the year 1944 there is recov- 
ered all the excess profits tax paid in 1942, 
plus a refund of $85,500 of the excess profits 
tax for 1943 due to the carry-back of the 
$95,000 unused excess profits credit. 


2. That the same refunds are recoverable 


for the year 1945, 


3. That the carry-back of such losses 
may in certain cases actually result in in- 
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creasing the amount of income in a given 
year which is subject to normal and surtax. 


4. That since the 1946 loss was not used 
as a carry-back it can be used as a carry- 
forward into 1947. 


5. That unused excess profits credits 
may be carried back as well as forward. 


The principle behind the carry-back, 
carry-forward provisions is based upon the 
concept of economic loss rather than statu- 
tory loss. A current tax return loss must 
first be converted into a net operating loss. 
Next the operating loss is converted into a 
net operating loss carry-back or carry-over, 
which necessitates converting the net in- 
come for each year affected into “net income 
as adjusted” in order to show how much 
net operating loss has been absorbed by in- 
come in the intervening years. Finally, the 
net operating loss carry-back or carry-over 
is converted into a net operating loss de- 
duction, the effect of which is to reduce 
the deduction to the extent that economic 
income for such year was not taxed. 


In order to take advantage of these pro- 
visions for postwar benefits it is obvious 
that it is up to the taxpayer to check up 
on his business condition, to speed up his 
reconversion plans, and to so handle his 
postwar activities so that they all fit into 
the tax picture. First of all it seems to me 
that a taxpayer should promptly take all 
the steps necessary in connection with the 
ending of wartime activities; such as con- 
tract terminations, sale or disposal of war 
facilities, stock and inventory losses, war 
bonuses and pay bonuses. The second step 
should be in connection with reconversion; 
the addition or reinstallation of peacetime 
facilities, the catching up on items of repair 
and deferred upkeep, and the claiming of 
obsolescence, surplus plant facilities, and so 
on. The third step would be to initiate as 
quickly as possible in the postwar period 
all those activities designed to create future 
business. This contemplates and permits 
deductions for all legitimate expansion in the 
lines of exploration and development of 
natural resources, advertising, sales promo- 
tion, the development of new territory for 
sales, establishing new branches, and so on. 


Deductions for Excessive Depletion 
and for Development of Natural 
Resources 

The third group of provisions in the Code 


which allow present deductions for post- 
war prospects have to do with the natural 
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resource industries. One of the least known 
sections of the Code is Section 735, first 
enacted as a wartime measure in the Reve- 
nue Act of 1942. It provides, in brief, that 
taxpayers producing timber or certain metallic 
ores, or mining coal, or the non-metallic 
natural resources such as building stone, 
borax, asbestos, asphalt, feldspar, fluospar, 
graphite, potash, silica, soda, sulfur, etc., 
may be allowed special relief in the form 
of exempt income where they can prove 
excessive depletion due to war demands or 
conditions. 


The method of arriving at the excess out- 
put of timber, ore or minerals, which is the 
basis for the exemption, is to determine what 
constitutes the excess units of production of 
the property for the year in question upon 
the basis of the normal output during the 
base period from 1936 to 1939, inclusive; 
then that excess output should be compared 
with the estimated recoverable units that 
the property is capable of producing; and 
finally, the amount of profit realized from 
such excess output is to be exempted from 
tax. The profit is arrived at by multiplying 
the number of units of excess output by 
the normal unit profit. 


It should also be noted in connection with 
Section 735 that bonus payments made by 
any agency of the United States to a cor- 
poration for production of mineral products 
or timber, the exhaustion of which gives rise 
to an allowance for depletion under Section 
23 (m), or mineral products extracted from 
mine tailings, are exempt income. This 
seems to broaden the scope of the provision 
so as to include a great many more cor- 
porations than would be suspected by an 
ordinary reading of Section 735. In fact, 
it would apparently include subsidy pay- 
ments made in connection with the excess 
production of mines, oil and gas wells and 
other natural deposits, as well as timber. 


The point is, of course, that the exemp- 
tions conferred by Section 735 are available 
to a great many taxpayers engaged in the 
natural resource industries which, like the 
timber industry, have practically exhausted 
certain areas and exhausted their war stocks 
of timber, and which will undoubtedly run 
into stiff competition from other industries 
in the postwar period. These exemption 
provisions afford the basis for creating what 
is the equivalent of postwar reserves, and 
tiding such corporations over the period of 
building up their production to prewar 
levels, if proper advantage is taken of those 
provisions now. 
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The deductions for the discovery and de- 
velopment of certain of the natural resource 
industries, like oil and natural gas, are well 
known to taxpayers in those industries, and 
will not be discussed here in detail. For 
many years the Regulations have allowed 
these industries an option to expense or to 
capitalize what is known as the intangible 
part of their drilling and development costs, 
and a further option to expense all the costs 
in connection with unsuccessful wells drilled. 


It is a matter of interest perhaps to point 
out here that these provisions are particularly 
appropriate at the present time. Ina period 
of conversion from an excessive rate of pro- 
duction at high costs and high tax rates, 
these provisions are of obvious economic 
benefit in the exploration for new mineral 
reserves which may be held for production 
at lower costs and at lower tax rates in the 
postwar years, 


Exempt Income Arising from 
Discharge of Indebtedness 


Another little known section of the Code 
which may afford considerable relief for 
certain taxpayers is Section 22 (b) (9). This 
provides that in the case of a corporation 
any income attributable to the discharge, 
within a taxable year beginning after De- 
cember 31, 1941, and before January 1, 1946, 
of any indebtedness of the corporation evi- 
denced by a security, shall be excluded from 
the gross income of the corporation. The 
common illustration of this sort of income 
is, of course, the amount of unamortized 
premiums paid upon issuance of the securi- 
ties, but the statute is broad enough to cover 
other types of income. 


It is apparent from the Regulations that 
the provisions of Section 22 (b) (9) are ap- 
plicable to a discharge of indebtedness, in- 
cluding a discharge in bankruptcy under the 
Bankruptcy Act of 1898, if the petition was 
filed between October 16, 1942, and No- 
vember 1, 1945. 


There are certain limitations to the Sec- 
tion. The taxpayer must file a consent to 
the provisions of the Regulations prescribed 
by the Commissioner under Section 113 (b) 
(3), I. R. C., i.e. the adjusted basis for 
determining gain or loss. Section 113 (b) 
(3) provides that all or a part of the amount 
so excluded from gross income shall be ap- 
plied in reduction of the basis of any prop- 
erty held before or after the discharge by 
the taxpayer during any portion of the tax- 
able year in which the discharge occurred. 


Deductions for Postwar Projects 


Again, the indebtedness, discharged must 
have been one evidenced by some sort of 
security either issued by the taxpayer cor- 
poration or for which it is legally obligated. 
The term security includes any bond, de- 
benture, note, certificate, or other evidence 
of indebtedness issued by any corporation. 


To corporations which have such obliga- 
tions outstanding at a premium cost, and to 
corporations involved in financial difficulties 


- this would appear to be an appropriate time 


to take some remedial action, without the 
risk of unforeseen tax consequences. 


Postwar Credits 


The postwar credit found in Section 780 
of the Code provides a refund for corpora- 
tions for each taxable year ending after 
December 31, 1941, and beginning prior to 
cessation of hostilities, of an amount equal 
to 10% of the excess profits tax for such 
year. It has several limitations. First of 
all the credit is based upon the excess profits 
tax imposed under Section 710 prior to any 
credit for debt retirement, and before any 
adjustment under Section 734, covering an 
inconsistent position taken in a prior tax 
year. 


If the taxpayer has filed a claim for relief 
under Section 722 and relief has been granted 
thereunder, the tax imposed for purposes of 
the postwar credit is the amount determined 
after taking the 722 adjustments into account. 


For purposes of the postwar refund the 
“tax imposed” does not include interest, 
penalties, deficiencies or additions to the 
tax. In no case shall the refund be greater 
than the excess of the amount of excess 
profits tax paid and not credited or re- 
funded, over the amount which would be 
payable if the excess profits tax rate were 
85.5%; or if the 80% limitation is applicable, 
it can never be greater than 10% of that. 


The refund is in the form of bonds issued 
by the United States within three months 
after the payment of the excess profits tax 
in full for such year. The bonds bear no 
interest, are not negotiable nor transferable 
except to a successor, until the termination 
of the war. A successor is any person who 
succeeds to the ownership of the taxpayer’s 
property. It can include a parent corpora- 
tion which liquidates a subsidiary under 
Section 112 (b) (6). 


Many taxpayers have postwar credit bonds 
already issued for prior years, and the fore- 
going may be of interest to them. How- 
ever, the further provisions of Section 780 
as to the retirement of indebtedness in lieu 
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of the issuance of bonds is more or less 
academic, due to the provisions of the Tax 
Adjustment Act of 1945. 


In general, the purpose of this section of 
the Tax Adjustment Act is to afford to tax- 
payers immediately in the form of credits 
what would otherwise not be available to 
them until later years in the form of re- 
funds. After repealing the provisions of 
Section 780 as to postwar credits and re- 
tirement of debts for taxable years beginning 
after December 31, 1943, a new section is 
added as Code Section 784, which provides 
for current credits against such taxes for 
any year commencing after December 31, 
1943. Thus, the principal effects of the new 
section are to make the postwar credit avail- 
able currently for the year 1944, and second 
to permit the owners of postwar credit bonds 
at their option to obtain payment of such 
bonds on or after January 1, 1946. 


The Tax Adjustment Act of 1945 had two 
economic objectives. First was to facilitate 
reconversion of existing business from war- 
time to peacetime production by building up 
cash reserves through the retention of ten 
percent of what would otherwise be paid 
out as excess profits taxes, and hence not 
available as a refund for from two to six 
years after V-J Day. Second was to en- 
courage the organization of small business 
units in new peacetime production by in- 
creasing the excess profits specific exemption 
from $10,000 to $25,000, effective after De- 
cember 31, 1945. 


In this connection it should be noted that 
the Tax Adjustment Act permits the build- 
ing up of present cash reserves in another 
way. It provides that a corporation which 
expects net operating losses or unused ex- 
cess profits credits may anticipate them in 
two respects. First, the corporation antici- 
pating such a loss or unused credit in a 
current year to result in a carry-back refund, 
may credit that expected refund against 
current tax payments covering the previous 
year’s tax liability. This is accomplished 
by an extension of time for payment of in- 
come, excess profits or declared value taxes 
during any year ending on or after Septem- 
ber 30, 1945, for all or any part of such taxes 
for the preceding taxable year—provided 
the corporation makes a showing that it 
expects to have an unused excess profits carry- 
back or an unused net operating loss carry- 
back to any preceding taxable year or years 
affected by such carry-backs. 


This extension of time must be obtained 
by filing a statement with the Collector 


setting forth the amount of the expected 
loss or unused credit, the reasons upon 
which the expected loss or credit is based, 
the amount of taxes to be reduced by the 
carry-back, the amount of tax to be post- 
poned, and such other information required 
by the Regulations. 


Second, the taxpayer, both corporate and 
individual, may file a quick refund claim 
after the taxable year in which the carry- 
back arose, and which must be in a year 
ending after September 30, 1945. The claim 
must be filed within twelve months after the 
close of such year. It must contain sub- 
stantially the same information as above 
stated. The Commissioner must act on the 
application within 90 days after the date of 
application or the last day of the month in 
which the taxpayer’s return is due. 


The Commissioner makes a limited ex- 
amination of the application to uncover 
errors in computations, makes a tentative 
adjustment and either allows or disallows 
the claim in whole or in part within 90 days. 
Where a refund results from a carry-back 
interest runs only from the date the claim 
is filed. On the other hand, if a refund re- 
sults in an increase in income subject to 
normal and surtax in a previous year in- 
terest on such deficiency will run from the 
date the tax was originally due. 


Deductions for Pension Plans 


In any discussion of present deductions 
for postwar projects, the provisions for con- 
tributions to employee pension plans should 
be considered. But I will confine myself to 
the economic considerations. As used here 
the term Pension Plan includes Pension 
Trusts, Profit Sharing Plans, Annuity Plans, 
and similar employee benefits. 


There are three aspects of such plans in 
connection with the contributions made by 
the employer. There are the contributions 
for current service, contributions: for past 
service, and contributions for supplemental 
benefits. Contributions for current service 
benefits are, of course, deductible against 
current income. Contributions for past 
service and supplemental benefits are not 
currently deductible in full, but on the other 
hand may be “amortized” over a period of 
ten years, commencing with the year of 
payment. 

It seems obvious that the provisions for 
amortizing a present lump-sum payment 
over the next nine postwar years offers a lot 
of advantages under the circumstances in 
which many corporations find themselves. 
In the first place, it is of advantage to any 
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corporation to undertake any sort of perma- 
nent obligation when the initial cost is low. 
To a corporation now in excess profits, the 
initial cost of an annuity plan, including past 
service and supplemental benefits (which 
may be and often are the larger part of the 
cost of such a plan for ten years), would be 
much less than in the postwar period. 


The second consideration of a business 
corporation in undertaking a permanent 
obligation is to keep the carrying charges 
over the next foreseeable period at as low 
rate as possible. In the case of contribu- 
tions for past service and supplemental 
benefits the corporation, by making such 
contributions now, assures itself that the 
carrying charges for the next ten years will 
be borne by the government to the extent 
of the prevailing tax rates in those years; 
and the higher the tax rate the greater is the 
proportion of cost borne by the government. 


There are certain limitations in connec- 
tion with the pension plan provisions which 
must be rigidly observed. Certain of them 
are purely legal limitations which are covered 
generally under Section 165, and need not 
be discussed here. In addition, there are 
certain economic limitations which are found 
under Section 23 (p) (1). 


For example, employer deductions in any 
one year shall not exceed 5% of the aggre- 


Deductions for Postwar Projects 


Legal Metapsychosis 


“Without expressly holding that separate corporate entities may be disregarded, 
indeed, apparently holding that they may not, the opinion [Interwoven Stocking 
Co. v. United States, 144 F. (2d) 768, 44-2 ustc J 9454] seems to turn on the 
idea that by a kind of legal metapsychosis taxpayer and burden bearer have 
become one and that since tax refunds are granted on equitable principles, the 
statute must be construed and applied not as written but so as to give effect to 
the supposed equitable purpose of Congress, while preventing unjust enrichment, 
to allow anyone who bore the burden of the tax to sue for its refund.”—-Hutcheson, 
C. J., in Upchurch Packing Company, Inc., Appellant v. United States of 
America, Appellee, CCA-5 [45-2 ustc { 9454]. 


gate compensation paid to all employees 
under the plan. Or, if the Commissioner so 
finds, the amount deductible may be re- 
duced further to what is reasonably neces- 
sary to provide the remaining unfunded cost 
of both past and current service benefits 
under the plan. There are, however, ex- 
ceptions to the 5% rule where the em- 
ployer’s contributions for all benefits are 
determined actuarially in terms of a level 
amount, or a level percentage of compensa- 
tion over the remaining future service of 
each employee. Again, if the contribution 
exceeds 5% in a given year it may be de- 
ducted in the next succeeding years where 
the taxpayer’s contribution is less than 5%. 


Again, it is of interest to note that the 
employer’s contributions need not all be 
made under the same plan. There may be 
an annuity plan, a profit sharing plan and 
a pension trust in effect at the same time, 
the total effect of which is to give the per- 
centage of employee coverage required by 
the law. Here there is another limitation to 
the effect that the total amount deductible 
in any year under such trusts and plans is 
limited to 25% of the compensation other- 
wise paid or accrued to the employee bene- 
ficiary. 


[The End] 


Snpact of the 


By ROBERT. 


N ONE of his more quotable works, 

“English As She Is Taught”,? Mark 
Twain as a schoolboy gave this definition: 
“The constitution of the United States is 
that part at the end of the book which 
nobody reads.” Section 102 of the Internal 
Revenue Code might be put in that same 
category. It has been a part of the tax law, 
in one form or another, since the Tariff 
Act of 1913, but it is not usually read sub- 
jectively. Corporate officials and their tax 
advisers are far too apt to say, “Unreason- 
able accumulation of surplus? That can’t 
apply to us.” It is the purpose of this 
paper to suggest that the end of the war 
has created a set of facts which should 
compel every taxman to read Section 102 
with new eyes. 

This tax is one of those levies that are 
labeled so unfortunately for the taxpayer, 
real or potential. Titles that glibly make 
use of such presumptions as “unreasonable 
accumulation of surplus”, “unjust enrich- 
ment”, “in contemplation of death”, or even 
“excess profits” create an unjustifiably de- 
fensive state of mind. 

The basic nature of the tax imposed by 
Section 102 is simple. This surtax is levied 
‘upon “section 102 net income”, which is 
‘defined as net income, less the following 
additional deductions: (1) income taxes, 
(2) income subject to excess profits tax, 
(3) charitable contributions in excess of 
‘5% of net income, and (4) net capital 
losses. Further credits are allowed for 
‘dividends paid during the taxable year, 
‘“consent” dividends that are reported by 
common shareholders, and any net oper- 
ating loss of the preceding year. The 
surtax rate is 2714% of the amount of un- 
distributed Section 102 net income not in 
excess of $100,000 plus 38%% of that por- 
tion in excess of $100,000. The purpose of 
the section is to place an additional tax 
upon any corporation which, in the lan- 


1Samuel Clemens, English As She Is Taught. 
Boston: Mutual Book Company, 1900, p. 24. 
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Mr. Holzman’s discussion of this subject 
before the Fourth Institute on Federal 
Taxation at New York University was en- 
thusiastically received, and it is expected 
that readers of TAXES will be equally in- 
terested in a subject so neglected by authors 
and yet so increasingly significant. The 
author is a prominent New York tax 
attorney. 


guage of the Code, “is formed or availed 
of for the purpose of preventing the impo- 
sition of the surtax upon its shareholders 
through the medium of permitting earnings 
or profits to accumulate instead of being 
divided or distributed”. 


History of Section 102 


A brief glance at the historical develop- 
ment of Section 102 is helpful in under- 
standing the section’s importance in the 
light of present conditions. A good history 
of this section and its predecessor laws may 
be found in Judge Magruder’s scholarly 
opinion in Chicago Stock Yards Company v. 
Commissioner; delivered in 1942. The Tariff 
Act of 1913 took cognizance of the fact that 
corporations might be availed of as devices 
to evade personal surtaxes by having corpo- 
rate profits accumulated instead of being 
divided among the shareholders, and ac- 
cordingly a tax was paid by the stock- 
holders, who had to include their aliquot 


2 Internal Revenue Code, Section 102 (a). 
3129 F. (2d) 937, 939, 1942 [42-2 ustc { 9607]. 
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shares of the corporate gains that would 
have been distributed had there been a dis- 
tribution. In 1918 the statute was changed, 
so that there was no longer a requirement 
that the corporation be “fraudulently availed 
of” for this purpose; it was sufficient merely 
that it was “availed of”. In 1921 the inci- 
dence of the tax was shifted to the cor- 
poration. By 1934 the tax was made a 
graduated-rate surtax; and in that same year 
the personal holding company was removed 
from consideration under this surtax by 
special tax provisions of its own. In 1938 
Helvering v. National Grocery Company* 
established the fact that the surtax could 
be asserted against a bona fide business 
enterprise, in that case one actively engaged 
in the operation of a large chain of grocery 
stores. Since 1938 the mere fact that corpo- 
rate earnings were accumulated beyond the 
reasonable needs of the business was by 
statute determinative of the purpose to 
avoid the surtax unless the corporation 


4304 U. S. 282, 1938 [38-2 ustc § 9312]. 
Section 102 


could prove contrariwise by a clear pre- 
ponderance of the evidence. This theory was 
justified by Judge Learned Hand in United 
Business Corporation of America v. Com- 
missioner,” where he said: “A statute which 
stands on the footing of the participants’ 
state of mind may need the support of pre- 
sumption, indeed be practically unenforce- 
able without it.” In 1939 Treasury Decision 
4914 was issued to direct Revenue Agents 
to examine all corporate returns to deter- 
mine whether Section 102 was applicable. 
Five years later this Treasury Decision was 
modified by T. D. 5398, which included 
these words, “The examining officer’s report 
in every instance shall contain a specific 
recommendation for the application or non- 
application of Section 102,” 


Revenue Agent’s Recommendation 


Although taxpayers never see it, Revenue 
Agents do make a recommendation which 
accompanies the regular Revenue Agent’s 


report. This is of particular interest as it 
indicates the primary direction that the 
inquiry will take. In the case of a report 
as to non-application of Section 102, the 
recommendation is addressed to the In- 
ternal Revenue Agent in Charge, and it 
states on a mimeographed form: “In ac- 
cordance with the requirements of Treasury 
Decision 4914 and Com. Mim. R. A. No. 
1005, the examining officer has given spe- 
cial attention to the question of the appli- 
cation of Section 102 of the applicable Act.” 
Answers are then supplied to the follow- 
ing questions: (1) Net income as adjusted. 
(2) Total tax liability. (3) Earnings of 
taxable year. (4) Dividends distributed. 
(5) Earned surplus at beginning of year. 
(6) Earned surplus at end of year. (7) Per- 
centage of dividend distribution. (8) Did 
the corporation invest earnings in securities. 
or other unrelated properties? (9) Did the 
corporation make loans or advances to offi- 


562 F. (2d) 754, 1933 [3 ustc J 1039]. 
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cers or stockholders? (10) Is a majority of 
its capital stock closely held? Space is then 
provided for comments, and the form con- 
cludes with these words: “In view of the 
above, non-application of Section 102 is 
recommended.” 

Insofar as corporations the stock of 
which is not closely held are concerned, 
the Treasury has a better club than a Reve- 
nue Agent’s recommendation to insure the 
non-retention of earnings, and that is the 
Irate Stockholder. But the Irate Stock- 
holder clamoring for dividends is an un- 
certain quantity, for even the most rugged 
minority stockholder may have his per- 
sonal surtax problems as well as the sole 
owner of an “incorporated pocketbook”. 


In the past few years Section 102 cases 
(other than obvious one-stockholder situ- 
ations) have been relatively rare, for rea- 
sons that will become self-evident. The end 
of the war, however, has brought a drastic 
change in the picture, and recent tax legis- 
lation will likewise have a direct bearing 
upon Section 102. Most of the commonly 
advanced and generally accepted reasons 
for retaining surpluses are now invalid, 
and the corporation which does not take 
cognizance of this change may look with 
certainty to serious Section 102 difficulties. 


Why a Changing Concept? 


The principal reasons for a changing 
concept of reasonable surplus requirements 
may be listed: 


1. A larger proportion of corporate earn- 
ings will qualify as Section 102 net income. 
Section 102(d)(1) of the Code excludes 
from net income several items, including 
Federal income taxes and income subject 
to excess profits tax. To the extent that 
such taxes will be reduced, the corporation 
will have a greater portion of its earnings 
available for dividends—or surtax impo- 
sition. 

2. The end of the war means the end 
of wartime uncertainties. Business is un- 
certain at best; but psychologically it is not 
too difficult in wartime to rationalize the 
accumulation of earnings. In wartime the 
Revenue Agent may not so readily assert 
that corporate executives’ fears and prepa- 
rations for possible contingencies are not 
well founded. Now, however, the reason- 
ableness of such fears may be appraised, 
while the preparations for contingencies will 
be viewed in the cold light of facts. It is 
no longer a question of what lies around 
the corner, for we are now going around 
that corner to see what lies there. 


3. Earnings need no longer be allowed to 
accumulate for replacements. Since equip- 
ment could not be replaced during the war 
without a priority (and often not even with 
a priority), moneys that ordinarily would 
have been expended in making new pur- 
chases had to be allowed to pile up until 
the lifting of restrictions. This gave the 
corporation’s financial statement an aspect 
of prosperity, which could have been ex- 
plained as a wartime condition that could 
not be helped. Now, however, replacements 
may be made; and if there is not sufficient 
equipment to go around at this time, pur- 
chase orders may be placed as an evidence 
of the fact that funds would have been 
expended if the equipment could have been 
delivered. 

4. There will not be so strong a need of 
surplus to cushion the effect of anticipated 
deficit years. The opening words of the 
Tax Adjustment Act of 1945 are, “To facili- 
tate reconversion, and for other purposes.” 
This Act realistically takes cognizance of 
the fact that reconversion may bring deficits, 
that there may be periods when consumer 
goods are not yet available and war goods 
are no longer being sold, and that funds 
will certainly be required. Accordingly, 
Section 4 of the Act provides for an im- 
mediate carry-back adjustment to the two 
preceding taxable years of a net operating 
loss. Similarly, an unused excess profits 
credit may be carried back as an offset 
against excess profits net income for the 
two preceding taxable years. This adjust- 
ment may be made on a tentative basis at 
once without waiting for the actual audit 
of the tax returns. The effect will be to 
allow any deficit to be cushioned by using 
it for immediate tax reduction purposes, 
and surpluses would not have to be ear- 
marked for lean-year equalization. The 
carry-back provisions were intended to 
serve aS a reserve for war-related expendi- 
tures and losses. Section 122 of the Code 
also tends to the same result with its appli- 
cation of net operating loss deduction. 

5. The war’s end will provide additional 
funds by allowing an additional write-off 
of emergency facilities covered by certifi- 
cates of necessity. Section 124 of the Code 
provides that such assets may be written 
off over a sixty-month period, with a tax- 
payer to have the option of terminating 
the amortization period at the end of the 
month in which the President of the United 
States proclaims the ending of the emer- 
gency period.® On Sepember 29, 1945, this 

® Robert S. Holzman, ‘‘The Rationale of War- 


time Amortization,’’ in TAXES—The Tax Maga- 
zine, May 1943, Volume 21, #5, -p. 255. 
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proclamation was issued. This permits the 
amortization of all certificates of necessity 
over the abbreviated period from the date 
of the certificate to September 30, 1945, at 
the taxpayer’s option. It should be realized 
that the use of necessity certificates, par- 
ticularly at the ultra-accelerated rate that 
the Presidential proclamation permits, will 
result in additional Section 102 net income 
in the forthcoming years. Since an asset was 
written off before the end of its remaining 
useful life, income will be produced by the 
asset without any corresponding depreci- 
ation charge to reduce taxable income. In 
addition, taxpayers believing that the use of 
their assets in the war effort had an earlier 
termination could file Form WPB-3984, 
“Application for a Non-Necessity Certifi- 
cate’, which permitted an earlier date for 
the end of the period to be amortized, if 
approved. The taxpayer then has the right 
to file a statement of election to take the 
amortization over the shortened period, or 
within ninety days from the date of the 
enactment of the Tax Adjustment Act of 
1945, whichever is the later. Section 7 ‘of 
the Act provides that a tentative adjust- 
ment with respect to the taxes for taxable 
years prior to the taxable year may be made 
immediately, with the result that there will 
be a virtually automatic refund of taxes 
covering facilities ordinarily written off over 
a shorter period with a correspondingly 
higher rate of write-off. 


6. Many costs of reconversion now may 
be expensed currently. Recovery of many 
such expenditures may be effected immedi- 
ately. Mimeograph 5870 as issued on June 


1, 1945, defines the scope of taxable recon- ~ 


version costs as follows: “In general, such 
costs include the expenditures necessary to 
restore the plant layout to an operating 
condition substantially equivalent to that 
existing when it was converted to war pro- 
duction. The term does not include costs 
which result in enlargement or substantial 
improvement of the facilities over their con- 
dition prior to conversion to war purposes.” 
Current deductions, according to Mimeo- 
graph 5870, may include removal of war 
facilities and materials, loss of useful value 
of facilities, cost of moving machinery, 
reinstallation of machinery, cost of recon- 
verting buildings, and certain repairs. Be- 
cause of this liberal policy, corporations 
that believe vaguely that surpluses must be 
large enough to absorb the capitalization 
of reconversion costs will be disabused. 


7. Cashing of post-war refund bonds will 
assure immediate cash to corporations. 
These bonds were intended from the first 
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to be used to finance reconversion costs, 
but their non-negotiability and deferred 
maturity dates definitely tended to defeat 
this purpose. Section 3 of the Tax Adjust- 
ment Act of 1945 makes all of these bonds 
subject to cash retirement, at the corpo- 
ration’s option, on January 1, 1946, with 
the result that the most liquid of assets will 
shortly be available, and earnings may not 
have to be used to finance reconversion. 


8. In theory, at least, the processing of 
Section 722 claims should greatly improve 
the cash positions of many corporations. 
It remains to be seen how this will work 
out in practice. 


Other Objections 
to the Retention of Earnings 


Although it is not easy to translate the 
result into dollars, it is manifest that the 
war’s end has brought a new concept of 
reasonable accumulation of earnings or 
profits, inasmuch as the strongest argu- 
ments for accumulating earnings during 
the war years have been dissipated by the 
war’s end itself or by recent tax legislation. 
There are several other indicated objections 
to the retention of earnings: 


1. The new Secretary of the Treasury 
has gone on record as favoring lower corpo- 
ration taxes, with the burden of taxation 
falling primarily on individuals. In the 
Third Report of the Director of War Mobili- 
zation and Reconversion on July 1, 1945, 
Fred M..Vinson declared in a statement 
that he repeated verbatim to the House 
Ways and Means Committee on October 
1, 1945: “Taxes should be levied in such a 
way that they have the least harmful effect 
on the expansion of business investment 
and the creation of jobs, because productive 
employment is the source of our standard 
of living, of all income, and of the revenue 
which the Government collects from taxes 
. . . Acceptance of these principles means, 
in my opinion, that the personal income tax 
must be the chief source of tax revenue.” 
This means that if individuals are to bear 
the chief tax burden, they must be taxed 
on corporate earnings whether distributed 
or not; and under present laws Section 102 
is the chief method by which the Treasury 
can force dividend payments from accumu- 
lated earnings not required for the reason- 
able needs of the corporation. 


2. Various widely accepted plans such 
as the Ruml-Sonne proposal favor the abo- 
lition of all corporation income taxes, the 
individual to pay on his aliquot share of 
the corporate earnings. But the individual 
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may not be able to pay his income taxes 
unless he receives distributions from the 
corporations in which he holds equities; 
and so corporations could be forced to 
make distributions by vigorous application 
of the Section 102 club. 


3. High wartime taxes have driven many 
enterprises into forsaking the corporate 
form of organization. Lowered corporation 
taxés that are universally predicted will 
start a trend back to the corporate form of 
business. Since many of these new corpo- 
rations will be closely held and will in fact 
be only the corporate alter ego of the stock- 
holder or stockholders, there will be closer 
scrutiny to see whether corporations are 
really entities separate from the sharehold- 
ers. If dividends are not forthcoming, the 
Commissioner will certainly try to pierce 
the corporate veil. 


4. With increasing frequency amounts 
deducted as “interest” are being disallowed 
by. the Commissioner, on the theory that 
they are actually dividends. The Supreme 
Court already has granted certiorari in 
John Kelley Company v. Commissioner" and 
Talbot Mills v. Commissioner’ The pertinent 
question here is whether these corporations 
would intend to make distributions of earn- 
ings, if the payment were not deductible as 
interest. Section 102 should be represented 
at the Board of Directors’ meetings. 


5. Corporations with respectable sur- 
pluses may wish to go into different fields 
of endeavor now that the war is over, but 
they may run afoul of Section 29.102-3 of 
Regulations 111, where it is provided that 
there is no statutory intention to prevent 
accumulations of surplus for the reasonable 
needs of the business if the purpose is not 
to prevent the imposition of the surtax. 
The business of the corporation is not 
merely that which it has previously carried 
on, but includes in general any line of busi- 
ness which it may undertake. However, a 
radical change of business when a consider- 
able surplus has been accumulated may af- 
ford evidence of a purpose to avoid surtax. 
Thus, a successful “war baby” may have 
difficulty in getting into an entirely different 
peacetime occupation if its dividend policy 
has not been liberal. 


Section 102 as a Policy Maker 


There is an increasing awareness of the 
importance of Section 102 as a policy maker. 
A study brought out by the National Indus- 


7146 F, (2d) 466, 1944 [45-1 ustc ] 9117]. 
8146 F. (2d) 809, 1944 [45-1 usrc f] 9122]. 


trial Conference Board, Inc., in July, 1943, 
under the title “Effects of Taxes Upon Cor- 
porate Policy’”,® indicated that even then 
many corporations were uneasy about the 
surtax upon improper accumulation of sur- 
plus. The questionnaire underlying the re- 
port had made no reference to the surtax, 
but many corporations’ replies did so, and 
the completed study uses these words: 
“When the inquiry was prepared, it was 
believed (1) that the tax under Section 102 
is enforced only where corporations are 
used for the purpose of avoiding surtaxes 
on the individual incomes of stockholders, 
(2) that effects upon the economy are in- 
significant, and (3) that any replies con- 
demning the tax would be rationalized 
objections from persons who wanted to 
escape their fair share of taxes. Replies, 
however, included so many unsolicited com- 
ments indicating that this tax was a threat 
to the security of individual corporations 
that additional inquiries were made.” Re- 
plies indicated that many corporations felt 
obliged to make larger distributions than 
prudence dictated and that the judgment of 
a Revenue Agent without experience and 
responsibility was apt to be considered in 
making vital decisions, for the results of 
which the Revenue Agent has no responsi- 
bility as to the consequences. Many corpo- 
rations felt that the surtax was a direct 
deterrent to productive activity. The Con- 
ference report summarizes this section thus: 
“While Section 102 taxes are relatively un- 
important so far as the amount of revenue 
collected is concerned, their effects upon the 
security of the various corporate enterprises 
may be as serious when they cause earnings 
to be paid out in dividends as if the same 
earnings were paid out in taxes. In neither 
case can a corporation use the money for 
future contingencies.” 


This same problem was considered by 
the Committee on Postwar Tax Policy, 
under the chairmanship of Roswell Magill. 
The September 20, 1945, report of the 
Committee, under the title “A Tax Program 
for a Solvent America”,” declared in part: 
“Our concern is that management, in the 
case of ordinary business corporations, i. e., 
the great majority of the active business 
corporations that are important in furnish- 
ing employment, should be free to make 
decisions respecting accumulations. 


° “Effects of Taxes Upon Corporate Policy.”’ 
New York: National Industrial Conference 
Board, Inc., 1943. 


10 The Committee on Postwar Tax Policy (Ros- 
well Magill, Chairman), A Tax Program for a 
Solvent America. New York: The Ronald Press 
Company, 1945. 
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“Some authority over the subject must 
be vested in the Bureau. In the case of 
ordinary business corporations, however, 
the Bureau should give much more weight 
to the judgment of directors as to what 
earnings should be retained than has been 
the case in the past. Such a policy would 
more nearly accord with our view that, in 
the great majority of cases, the decision of 
management is based primarily on legiti- 
mate business reasons ... (The) manage- 
ment of the ordinary business corporation 
should be free to choose between distri- 
bution and retention of earnings on the 
basis of the needs and prospects of the 
particular corporation. The record, as set 
out above, indicates that there is no basis 
for concern over the decisions that will be 
made by management generally.” 


A Year’s Survey 


Recént Section 102 cases, of course, were 
all decided on situations existing before the 
war’s end and in litigation instituted before 
the war’s end, and consequently the impact 
of peace could not have made itself felt in 
these decisions. A survey of the cases of 
the past twelve months, however, will show 
the introduction of certain new elements 
into Section 102 thinking. 


First, it is now clearly established that 
fact-finding will end at the Tax Court; and 
as the determination of the existence of a 
forbidden purpose in the accumulation of 
surplus is a factual matter, the Dobson case 
will control. As the court said in Gunlocke 
Chair Company v. Commissioner,” “The Tax 
Court found that taxpayer’s earnings or 
profits were permitted to accumulate be- 
yond the reasonable needs of the business. 
Under the express terms of Section 102(c) 
this finding, if valid, created a presumption 
that the purpose of the accumulation was 
to avoid surtax upon the shareholders un- 
less the taxpayer proved the contrary by a 
clear preponderance of the evidence. The 
Tax Court found the taxpayer had not done 
so. Both those findings constitute determi- 
nations of fact which, under the narrowest 
interpretation of Dobson v. Commissioner, 
320 U. S. 489, we cannot disturb unless we 
consider them, as we do not, unsupported 
by substantial evidence.” 


In that case the corporation manufac- 
tured wooden office furniture. In the face 
of growing competition, some consideration 
was given to entering the metal office furni- 
ture field; but the advent of war made the 


11145 F, (2d) 791, November 16, 1944 [44-2 
ustc f 9511]. 
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use of metal for such purpose impossible, 
and the corporation could not have acquired 
immediate funds for new dies, etc. Never- 
theless, in the taxable year it had on hand 
more than twice as much cash and securi- 
ties as ever before, with a satisfactory cur- 
rent assets to current liabilities ratio, and 
hence surplus was deemed to have accumu- 
lated unreasonably. The Court noted sig- 
nificantly: “No business policies: for the 
taxable year or for future years were re- 
corded in the petitioner’s minute book.” 


In General Smelting Company v. Commis- 
sioner,” the corporate taxpayer in 1938 had 
decided upon a plan of modernization of 
its plant. No earnings were distributed in 
1939 and 1940, though the European war 
had greatly increased the corporation’s 
earnings; the profits were retained to effec- 
tuate the modernization program and to 
carry the increased volume. It was held 
that the corporation had not been availed 
of for the purpose of preventing the impo- 
sition of surtax upon the stockholders by 
permitting profits to accumulate, and that 
the corporation need not adopt an alterna- 
tive plan of financing expansion through 
borrowing. 

In Albert L. Allen Company v. Commis- 
sioner™ the taxpayer was a general insur- 
ance agency which justified its large surplus 
by alleging a possible loss of business. It 
serviced employers who were self-insuring 
under the Pennsylvania Workman’s Com- 
pensation Act, and claimed it feared legis- 
lation that would require all employers to 
use a state insurance fund, which would 
result in a loss of business. Evidence showed 
that up to the taxable year talk of such 
legislation was only in the rumor stage. 
Damaging was the principal stockholder’s 
testimony that he never intended that the 
corporation should pay dividends. 

In John Boyle v. Commissioner ™ the tax- 
payer claimed that its large surplus was 
necessary for completion of a plan of 
modernization of its manufacturing plant. 
Evidence showed that in an eight-year pe- 
riod the average normal increase in surplus 
was more than one and a half times the 
average annual expenditure for machinery 
and improvements. In that eight-year pe- 
riod there had been but one dividend. Fur- 
ther adverse factors were sizeable amounts 
in loans not related to the business and 
84 a 313, November 15, 1944 [CCH Dec. 
14,222]. 

134 TC — (memo. op., Dkt. 112025), November 
25, 1944 [CCH Dec, 14,261(M)]. 


1444 TC — (memo. op., Dkt. 1612), December 
29, 1944 [CCH Dec. 14,313(M)]. 
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the existence of but one stockholder whose 
father had been the recipient of the loans. 
It was held that earnings were permitted 
to accumulate unreasonably, since no defi- 
nite reason for retention of earnings could 
be shown. 


In Gibbs & Cox, Inc. v. Commissioner” a 
corporation that engaged in naval designing 
retained all of its earnings, purportedly to 
become ‘independent of outside financing 
and to provide reserves for possible cessa- 
tion of such financing as well as the post- 
war transition. The Tax Court had found 
that surplus was ample; in fact, bank bal- 
ances remained substantially constant, ex- 
cept for the increment of earnings. The 
Court noted: “The scope of judicial review 
in a case of this character is extremely 
limited . . . The inferences which the Tax 
Court has drawn from the undisputed pri- 
mary facts cannot be upset, unless arbitrary, 
merely because in the exercise of an inde- 
pendent judgment we might draw different 
inferences as to reasonable needs of the 
petitioner’s business. Judge Arundel’s con- 
clusion that earnings were accumulated be- 
yond the reasonable needs of the business 
is not so arbitrary an inference nor so un- 
supported by substantial evidence that we 
should be justified in setting it aside.” 

In Syracuse Stamping Company v. Com- 
missioner the corporation received large 
war orders that required working capital, 
new machinery and equipment, and reserves 
for replacements that would cost far more 
than equipment in use originally had cost. 
It was held that the reasons for retaining 
current years’ earnings were valid, as the 
corporation had the right to establish reason- 
able and conservative reserves for growth 
and expanded volume, and its policy of 
financing its operations out of earnings was 
not to be condemned. Surplus was repre- 
sented by physical plant equipment by 
which the taxpayer sustained and increased 
its business. Although there was but one 
stockholder, the form the surplus had taken 
precluded its being a device by which he 
could have controlled dividends and hence 
his surtaxes at will. 

Christmann Veneer and Lumber Company 
v. Commissitoner™ involved a corporation 
owned by three stockholders, which corpo- 
ration paid out about a third of its current 
earnings in dividends. Surplus was sub- 





13147 F. (2d) 60, January 29, 1945 [45-1 ustc 
7 9154]. 

1% 4 TC — (memo. op., Dkt. 4025), April 9, 
1945 [CCH Dec. 14,489(M)]. 

75 TC — (memo, op., Dkt. 4916), May 16, 
1945 [CCH Dec. 14,570(M)]. 


stantial; in addition to accrued taxes, lia- 
bilities consisted only of very small accounts 
payable. It was noted that previous loans 
of similar nature had been repaid; but in 
the present situation one stockholder had 
used his loan to purchase a farm, and hence 
the funds could not be said to have been 
repayable upon demand. Business had in- 
creased, but funds were not available for 
any demands, and the corporation in fact 
had no definite plan for improvements. The 
stockholders were found to have had the 
benefit of dividends without the payment 
of tax and without any business purpose 
having been served. 


Whitney Chain & Manufacturing Company 
v. Commissioner™ involved a corporation 
that paid out about half of its earnings in 
1939; the balance was retained to equip the 
corporation for production of raw materials 
should the United States become involved 
in war. Actually more than eight times the 
amount of the retained earnings were spent 
in war conversion in the next three years, 
The Tax Court noted that the stockholders 
were indebted to the corporation to the 
extent of $300,000 on demand notes paying 
no interest. The Tax Court felt that the 
$70,000 in retained earnings could have been 
distributed in any one of three ways with- 
out impairing the corporation’s capacity to 
carry out its projected program of wartime 
expansion: (1) a cash dividend could have 
been declared conditioned upon the stock- 
holders applying the sums received in retire- 
ment of their indebtedness; (2) a dividend 
in kind could have been declared, payable 
by the cancellation of the debts of the stock- 
holders to the extent of the retained earn- 
ings; or (3) a dividend to the extent of the 
retained earnings could have been declared, 
payable in the stock of another manufac- 
turing company held by the taxpayer, for 
which stock there was no ready market at 
that time. The Tax Court believed that the 
existence of these three alternatives contra- 
dicted the taxpayer’s claim that “the sole 
reason for failure to distribute the retained 
earnings was to finance the anticipated earn- 
ings.” The Circuit Court added: “Whether 
or not we should ourselves draw such infer- 
ences, we cannot say that they were so 
unreasonable and arbitrary as to require 
reversal of the Tax Court’s ultimate con- 
clusions.” 


In Walkup Drayage & Warehouse Com- 


pany v. Commissioner and Merchants Express 
Corporation v. Commisstoner ® the sole stock- 





18149 F. (2d) 936, 1945 [45-2 ustc ] 9332]. 
195 TC — (memo. op., Dkts. 3171, 3172), June 
25, 1945 [CCH Dec. 14,656(M)]. 
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holder had borrowed from his corporation. 
Despite this adverse factor the Tax Court 
found that Section 102 did not apply. The 
loans were shown to be reasonably con- 
nected with and necessary to the taxpayer’s 
business. The loans had not been made 
from surplus but from money borrowed by 
the corporation for this purpose; a similar 
personal loan made in the previous year 
had been repaid in the same year. Although 
surplus showed a large increase in the tax- 
able year, cash needed for working capital 
was demonstrated to be considerably higher, 
no equipment was purchased in the taxable 
year nor were there any retirements be- 
cause of wartime conditions, and the ratio 
of current assets to current liabilities was 
less than two to one. 


Universal Steel Company v. Commissioner” 
involved a typical restricted economy situ- 
ation. Although only $8,000 in dividends were 
paid on net after taxes of about $135,000, 
Section 102 was not deemed to apply. It 
was shown that the taxpayer was seriously 
handicapped in its business by lack of re- 
quired equipment for which priorities could 
not be obtained, the capital retained was 
less than the amount needed to finance the 
business for the next three months, there 
had been a consistent dividend record, there 
were no loans to stockholders or officers, 
there were no investments unrelated to the 
business, and the taxable year had been a 
“flash year” not typical of the preceding or 
succeeding years. Furthermore, a minority 
stockholder had been in complete control 
of the operation of the business. 


The boxscore of the ten decided Section 
102 cases of the past twelve months is: 
Commissioner, 6; taxpayer, 4. Analysis 
shows that the Commissioner won his cases 
for the following reasons: lack of valid 
business purpose or proven plan of expan- 
sion, 4; retained funds were not available 
for business purposes, 1; existence of alterna- 
tive methods of retaining cash while paying 
taxable dividends, 1. The taxpayer’s cases 
were won on the following grounds: exist- 
ence of valid growth or proven plan of 
expansion, 3; surplus could not be invaded 
for business purposes because of wartime 
restrictions, 1. 


From these recent cases it may not be 
possible to draw too definite a conclusion. 
As Judge Van Fossan said in Universal 
Steel Company v. Commissioner, supra, “In 
the numerous discussions and conclusions 
in cases of this character there is no set 





25 TC —, No. 74, August 22, 1945 [CCH Dec. 
14,716]. 
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standard of management. Prominent factors 
in one case may become minor in another. 
Petitioner has the burden of establishing 
by a clear preponderance of the evidence 
that it did not permit its earnings or profits 
to accumulate beyond the reasonable needs 
of the business.” Yet certain points seem 
clear. Loans to stockholders are not fatal 
if the moneys are repaid or if the funds are 
immediately available for definite corporate 
requirements. The need of a plan for im- 
provements is highly important, to show 
that there was a business reason for letting 
profits accumulate. Need for rectifying 
wartime dislocations will be honored if the 
corporation can show that earnings were 
allowed to accumulate only because a normal 
expenditure was impossible of achievement 
in wartime. 


Which School of Economic Thought? 


The answer to the question as to whether 
Section 102 is here to stay can only be 
furnished by ascertaining what school of 
economic thought is to prevail. One school 
believes that legislation such as Section 102 
will prevent corporate thrift; that corporate 
saving is one of the healthiest sources of 
capital; and that corporations otherwise 
could only expand through debt increase 
rather than through retaining savings, with 
profits being ploughed back into the busi- 
ness. Earnings are needed to beget greater 
earnings, declares this school; and Dr. Ben- 
jamin M. Anderson, at that time economist 
of the Chase National Bank of New York, 
wrote a powerful tract against the undis- 
tributed profits tax under the significant 
title “Eating the Seed Corn”.* This school 
believes that any dividend-forcing device is 
really a social reform measure, predicated 
on the theory that accumulation of corpo- 
rate surpluses out of profits is bad, that 
excessive earnings are responsible for our 
economic troubles. The other school be- 
lieves that annual earnings belong to the 
shareholders rather than to the corporation, 
and that unless dividends are pumped to 
individual taxpayers by some force, such as 
Section 102, the individuals who control 
corporate financial policies can write their 
own personal tax bills by deciding when 
they themselves shall be taxed, which time 
obviously will be adverse to the govern- 
ment’s maximum tax yield. Mr. Vinson’s 
announced policy of favoring present high 
taxes on individuals rather than on corpo- 





21 Benjamin M. Anderson, Jr., ‘‘Eating the 
Seed Corn,’’ in The Chase Economic Bulletin, 
March 12, 1936, Volume XVI, 32. 
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rations would indicate that the latter school 
is due to win the next round, for unless 
dividends are paid to individual stockhold- 
ers, the personal tax theory would be de- 
feated. The Revenue Bill of 1945 supports 
this theory. 


How to Avoid the Assertion of 
Section 102 Surtaxes 


What should a corporation do then to 
avoid the assertion of Section 102 surtaxes? 
In most cases a more liberal dividend policy 
is indicated, with reliance to be placed 
upon the present cheap money market for 
increased working capital and expansion 
funds. Where a corporation has a definite 
business purpose for requiring current 
funds, the purpose should be noted in the 
minutes or other permanent form, so as to 
give adequate proof at a later date that 
earnings were not accumulated for some 
vague, unspecified, and unconvincing pur- 
poses. If equipment is to be acquired at a 
later date, place the purchase orders now 
as an evidence of intention. If for business 
cycle reasons distribution is presently in- 
advisable, get an economist’s report to sus- 
tain this belief before the dividend meeting. 
Have a cash forecast prepared in advance 
of the dividend meeting; this will show the 
expected demands upon funds and will list 
in detail the reason for retention of earn- 
ings. Let the directors keep a record of 
why they do not declare higher dividends, 
so that, at a future date, it may be demon- 
strated that the management had present 
sound reasons for their course of action, 
regardless of how unsound subsequent events 
proved these reasons to be. In this con- 
nection it is well to read Judge Magruder’s 
decision in the Chicago Stock Yards Comi- 
pany case, referred to above, where His 
Honor declared: “. . . even where the ac- 
cumulation may be, in cases of reasonable 


business needs, judged by objective stand- 
ards, the other evidence might indicate that 
the directors, in deciding upon the accumu- 
lation, were influenced solely by their sin- 
cere, though mistaken, judgment as to the 
extent of the business needs, and were not 
affected at all by a consideration of the 
incidental effect on shareholders’ surtaxes.” 
Such evidence is much more convicing when 
it is prepared before the Revenue Agent 
requests it, as when a plan of reorgani- 
zation is drawn up before the reorganization 
is effected. It is readily apparent that a 
corporation should not make loans to its 
officers, stockholders, or members of their 
families, or to enterprises in which they or 
their friends are interested directly or in- 
directly; and it should not make permanent 
investments in securities or properties un- 
related to its business. Corporations whose 
capital stock is closely held are subject to 
more vigorous investigation by the Bureau 
with respect to undistributed Section 102 
net income than are corporations whose 
capital stocks are registered on public stock 
exchanges; in certain instances it might, 
therefore, be advantageous for medium- 
sized corporations to go to the trouble of 
having their securities listed. 


An appropriate simile would be the pro- 
fessional baseball player who competed with 
high school lads; to equalize the situation, 
every time he went to bat he was deemed 
to have had two strikes called on him. True, a 
corporation against which the Commissioner 
has asserted the surtax may come forward 
with evidence, in the language of Section 
29.102-2 of Regulations 111, “Under prin- 
ciples applicable to income tax cases gener- 
ally”; but if the corporation has a healthy 
surplus, it already has two strikes on it. 
Two strikes do not constitute an out, but 
the batter definitely must watch his step. 


[The End] 


SQUARE DEAL 


“While men must turn square corners when they deal with the Government, the 
Government ought to turn square corners in dealing with its citizens.”—Howbert 
v. Penrose, CCA-10, 38 F. (2d) 577 [2 ustc ] 472]. 
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YJHEN, due to expanding markets, a 
corporation considers projecting itself 
into states other than that in which it was 
created, the company usually first approaches 
its attorneys for counsel whether, under its 
proposed methods of “doing business,” it is 
required to “qualify” in those states and to 
imake the concomitant payment of those 
state fees known as “initial taxes” or “quali- 
fication fees,” which all states impose. 
















Qualification Requirements 


“Qualification” ordinarily involves at least 
the filing of a certified copy of the corpo- 
ration’s charter and all amendments to date 
with the Secretary of State or some other 
official or board of the foreign state, to- 
gether with a statement designating a local 
agent upon whom service of process may be 
effected in suits against the corporation 
which may be instituted in the state’s courts, 
and indicating the location of the principal 
office of the company in the state. Many 
states require data for the purpose of com- 
puting the initial taxes. Some states call 
for the filing of documents with a county 
official of the county in which the principal 
office in the state is to be located, while 
others require a copy of the charter and 
amendments to be filed in each county in 
which the corporation holds real estate. In 
isolated instances, a copy of the by-laws 
or a written consent of the agent for the 
service of process may be required to be 
filed with the state official or board, or it 
may be necessary to publish, locally, a 
notice of intention to apply for a certificate 
of authority or a copy of the articles of 
incorporation. There is little uniformity 
between states in the amount of the fees 
exacted or in the procedure related to the 
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filing of the documents mentioned, and the 
laws and practice of each jurisdiction must 
be consulted by counsel to determine the 
specific requirements. 

The total fees payable upon qualification 
vary widely in amount, usually consisting 
of a combination of flat fees for the filing 
of documents, recording fees and fees grad- 
uated according to the proportion of capital 
or capital stock to be employed in the state. 

The necessity of compliance with such 
state qualification requirements is usually 
determined according to whether, in coun- 
sel’s opinion, the corporation is to be re- 
garded as “doing business” within the 
foreign state. Since liability to a state’s 
annual income and franchise taxes is also 
found to turn upon this same criterion of 
“doing business,” it is not unusual for coun- 
sel to consider, at the same time, possible 
liability for the payment of corporate in- 
come and franchise taxes which may be 
imposed by states in which activity may be 
contemplated. 

What activities may a corporation carry 
on within a state other than that in which 
it was created which may not require it to 
“qualify” as a foreign corporation or subject 
it to the payment of these initial or annual 
corporation taxes? The mere maintenance 
of a bank account there? The signing of 
a lease there for an office within the state? 
The transaction there of a single piece of 
business? 

Ordinarily, the mere maintenance of a 
bank account, the signing of a lease for an 
office in the foreign state or the doing of 
a single piece of business which requires 
little time are not, of themselves, regarded 
as activities which would constitute the 
doing of business so as to require the quali- 
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fication of the foreign corporation and the 
payment of such taxes.’ 


Apart from incidental activities of this 
type, the conditions under which a corpo- 
ration may enter a state and carry on 
activities without becoming subject to such 
requirements are largely limited to the 
furtherance of interstate commerce. This 
contemplates the shipment of goods from 
the seller, in one state, to the customer, in 
another state, after orders are received and 
approved by the seller. 


Traveling Salesmen 


The mere sending of a traveling salesman 
into a state to secure orders is not, of itself, 
regarded as a sufficient activity to give rise 
to such tax liability. This is especially true 
where the salesman forwards the orders to 
the home office of the company in another 
state for approval and where the goods are 
then shipped across state lines to the cus- 
tomer in such interstate commerce, This 
immunity stems from the “commerce clause” 
of the Federal Constitution (Art. 1, Sec. 8) 
which gives to Congress the power “to regu- 
late commerce with foreign nations and 
among the several states” and thus places 
such interstate business beyond control and 
regulation by the states. [See discussion of 
International Shoe Co. v. State of Washington, 
et al., following this article—Ed.] 


This immunity extends to sales by sample, 
for it has been established that where a 
foreign corporation sends a representative 
into a state who takes samples with him, on 
the exhibiting of which he obtains orders 
which are sent to another state for accept- 
ance, from which the goods ordered are 
shipped into the customer’s state, this con- 
stitutes interstate commerce which will not 
require qualification by the foreign corpo- 
ration. (Wyman, Partridge Holding Co. v. 
Lowe et al., 272 N. W. 181; M. E. Smith & 
Co. v. Dickinson et al., 81 Wash. 465, 142 
Pac. Tigo.) 


There are decisions indicating that such 
activities will not subject such a seller to a 
state income tax, (Curlee Clothing Co. v. 
Oklahoma Tax Com. et al., 68 P. (2d) 834), a 
state_excise tax, (Cheney Brothers Company 
v. Com. of Massachusetts, 246 U. S. 147), a 
state license or franchise tax, (Dennison 
Mfg. Co. et al. v. Wright, 156 Ga. 789, 120 


1 Badische Lederwerke v, Capitelli, 155 N. Y. S. 
651; Friedlander Bros., Inc, v. Deal et al., 218 
Ala. 245, 118 So. 508; Cooper Mfg. Co. v. Fergu- 
son, 113 U. S. 727; McMillan Process Co. v. 
Brown, 91 P. (2d) 613, 


S. E. 120), a state tax on merchants other 
than regular merchants, selling by sample, 
(Best & Co., Inc. v. Maxwell, 61 S. Ct. 334, 
311 U. S. 454), a state occupation license 
tax, (Simmons Hardware Co. v. McGuire, 2 
So. 592; Robbins v. Shelby County Taxing 
District, 120 U. S. 489), or to the payment 
of municipal license taxes aimed at such 
activities, (Brennan v. Titusville, 153 U. S. 
289; Rearick v. Pennsylvania, 203 U. S. 507; 
Stratford v. City Council of Montgomery, 20 
So. 127.) 


In a South Dakota decision, rendered a 
few years ago, it was held that the rule 
extended to the sale of the samples them- 
selves by the agents, where a portion of the 
questioned sales were of samples intended 
for use in the solicitation of orders in inter- 
state commerce. (Wyman, Partridge Holding 
Co. v. Lowe et al., 272 N. W. 181.) 


There are circumstances under which a 
foreign corporation with traveling salesmen 
within a state may be regarded as “doing 
business,” even though their activities go 
little beyond the solicitation of orders. For 
instance, if the corporation, having previ- 
ously sold and delivered goods in interstate 
commerce to local dealers, sends its repre- 
sentatives, as “specialty salesmen,” into the 
state to secure orders for such products, 
which orders are turned over to and filled 
by the local dealers, the foreign corpora- 
tion will be regarded as “doing business” in 
the state so as to be required to qualify’ 
and to be subject to taxation.’ 


It is to be noted, parenthetically, that in 
1944 the Supreme Court of the United 
States ruled in General Trading Company v. 
State Tax Commission, 64 S. Ct. 1028, 1030, 
that a state’s use tax requirements were 
applicable to an unlicensed foreign corpo- 
ration soliciting orders in the state through 
traveling salesmen, followed by the ship- 
ment of goods into the state in interstate 
commerce. Here the corporation is made 
the collection agent of the state for a tax 
against the ultimate consumer, the tax not 
being one exacted from the corporation 
itself. Seven states which impose use taxes 
have in effect legislation or rulings which 
extend the application of their use tax re- 
quirements to retailers having traveling 
representatives within the state. These are 
Alabama, Colorado, Iowa, Kansas, North 
Carolina, South Dakota and Wyoming. 


2 Dean v. Caldwell, 141 Ark. 38, 216 S. W. 31; 
Paul et al. v, Patterson Cigar Co., 98 So. 787. 

3 Cheney Bros. Co. et al. v, Massachusetts, 246 
WU. &.. 147, 155. 
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Maintaining an Office 


It is possible that a corporation’s activi- 
ties within a foreign state may be so limited 
that it is not regarded as becoming subject 
to qualification and to the initial and annual 
taxes mentioned. Such a situation ordinarily 
obtains where the company’s activities with- 
in the state relate solely to the furtherance 
of interstate commerce. If all activities 
within the state tend toward the promotion 
of interstate shipments to customers there, 
counsel usually concludes that an immunity 
from local initial, franchise and income taxes 
may be expected.* Thus, it has been indi- 
cated that an office may be maintained 
within a state for the convenience of sales- 
men who solicit contracts subject to approval 
in another state, from which the material 
ordered is shipped in interstate commerce, 
without subjecting the corporation maintain- 
ing the office to the necessity of qualifica- 
tion! 

A similar immunity from the state initial 
and annual taxes mentioned has been found 
to exist where all the activities of a foreign 
corporation within a given state, from an 
office there, tend toward the promotion of 
foreign commerce. Such an exemption is 
also predicated upon the language of the 
“commerce” clause of the Federal Consti- 
tution, which clothes Congress with author- 
ity to regulate commerce with foreign 
nations and among the several states, and 
thus places such business beyond control 
or regulation by the states. 


Consignment Shipments 


Where a corporation consigns its goods 
to an independent dealer in a state other 
than that in which the corporation was 
created, and the dealer sells the goods to 
his own customers and remits the sales 
price, less his commission, this is usually 
regarded by counsel as a transaction in inter- 
state commerce, and authorization to do 
business is not required of the foreign cor- 
poration—provided its activities within the 








* International Text-Book Co. v. Tone, 220 
N. Y. 313, 115 N. E, 914; Alpha Portland Cement 
Co. v. Massachusetts, 268 U. S. 203; Cheney 
Bros. Co. v. Massachusetts, 246 U. S. 147; Com- 
monwealth v. Castner, Curran & Bullitt, Inc., 
121 S. E. 894. 

5’ Hovey v. DeLong Hook & Eve Co., 211 N. Y. 
420, 150 N. E. 667; Alfred M. Best Company v. 
Goldstein, 1 A. (2d) 140; United Newspapers 
Magazine Corp. v. United Advertising Compa- 
nies, Inc., 17 N. E. (2d) 345. 

6W. B. Clarkson Co. v. Gans S. 8S. Line, 187 
S. W. 967; Anglo-Chilean Nitrate Sales Corpora- 
tion v. State of Alabama, 288 U. S. 218; Texas 
Transport & Terminal Company, Inc. v. City of 
New Orleans, 264 U. S. 150. 
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state are strictly limited to such a method 
of carrying on business." 


However, every shipment which a foreign 
corporation may make across state lines 
into a state in which it is not authorized 
to do business, is not necessarily an inter- 
state shipment, which will render the com- 
pany immune, under the “commerce” clause 
of the Federal Constitution, from the opera- 
tion of the statutes requiring foreign cor- 
porations to be licensed. For instance, if a 
corporation consigns goods to itself in an- 
other state which are subsequently disposed 
of by it there, the transaction is viewed as 
an intrastate activity and authorization to 
do business is required under such circum- 
stances. Immunity from the necessity for 
being licensed cannot be claimed by reason 
of the interstate movement of the property, 
for “an interstate transaction contemplates 
a consignor without and a consignee within 
a state or vice versa.”*® Likewise, where a 
shipment is consigned to one who is merely 
the agent of an unlicensed foreign corpora- 
tion for the general disposal of its goods 
within the state, the consignor has been 
regarded as “doing business” and to be re- 
quired to be authorized to carry on busi- 
ness.” 


Thus, the mere “consignment” of goods 
across state lines will not necessarily result 
in “interstate” business rather than “intra- 
state” business. The transaction is judged 
according to whether the corporation has 
relinquished control over the property 
through shipment to an independent dealer 
in the foreign state who acts toward the 
property practically as if it were his own, 
or whether the corporation has retained con- 
trol and has, in effect, itself disposed of the 
property in the foreign state. 


Conditional Sales 


Counsel has found that there are decisions 
in a number of states which indicate that 
where material is sold under a conditional 
sales contract, it may be as completely the 





7 Butler Bros. Shoe Co. v. United States Rub- 
ber Co., 156 Fed. 1, certiorari denied, 212 U. S. 
577; Furst & Thomas v. Brewster et al., 282 
U. S. 493; Bethlehem Motors Corp. et al. v. 
Flynt et al., 256 U. S. 421. 

8 Kansas City Structural Steel Co. v. State of 
Arkansas for use and benefit of Ashley County, 
269 U., S. 148; Western Paper Bag Co, v. John- 
son et al., 38 S. W. 364. 

® Hogan v. Intertype Corp., 136 Ark. 52, 206 
Ss. W.. $8. 

1 Union Cloak & Suit Co. v, Carpenter, 102 
Ill. App, 339; Reliance Fertilizer Co. v. Davis, 
169 So. 579; Manhattan Terrazzo Brass Strip 
Co., Inc. v. A. Benzing & Sons et al., 50 N. E. 
(2d) 570. 
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subject of sales in interstate commerce as 
other material sold outright and shipped 
across state lines in such commerce, and 
that the selling corporation, shipping from 
its place of business in another state where 
the contracts are consummated, is not re- 
quired to be licensed in the state into which 
the goods are shipped. States in which 
there are such decisions are Alabama, Ar- 
kansas, Florida, Missouri, New York, 
Oklahoma and Wisconsin. 


It may be noted that several states have 
statutes which provide that before a foreign 
corporation may hold or dispose of prop- 
erty in the state, it must first be licensed or 
registered as a foreign corporation. These 
states are Colorado, Florida, Kansas, South 
Dakota, Washington, West Virginia and Wis- 
consin. Such statutes would have a direct bear- 
ing upon the situation of a foreign corporation 
which ships property into a state under 
conditional sales contracts and retains title 
to the property until the final payments are 
made. 

It has been held that where machinery 
was sold in interstate commerce under a 
conditional sales contract, and thére was a 
service agreement to keep it in repair for 
a year and the presence of an agent within 
the state performing the service, the inter- 
state transaction was transformed into one 
which was intrastate, requiring the selling 
corporation to be licensed to do business.” 
The doing of a local act after the interstate 
commerce has come to an end may thus be 
found to render a corporation subject to 
local taxation.” 


Installation of Property Sold in 
Interstate Commerce 


Where machinery or other personal prop- 
erty which requires installation is sold by a 
foreign corporation and is shipped across 
state lines in interstate commerce and is in- 
stalled by the purchaser without any as- 
sistance from the seller, it is not unusual for 
attorneys to conclude that there is no neces- 
sity for the seller to qualify to do business 
in the state in which the 
made.® 


installation is 


However, where property so sold and 
shipped is installed by the seller and no 
particular skill is required to be exercised 
when making the installation, such local ac- 
tivity is regarded as “doing business” within 
the state where the installation is effected.” 


In those instances where property so sold 
and shipped involves a highly technical in- 
stallation of an intricate mechanism or some 
other unusual installation in which the seller 
is specially skilled, the installation is re- 
garded as an integral part of the interstate 
commerce and the seller is not regarded as 
“doing business” in the state where the in- 
stallation takes place.” 


If the installation of machinery or other 
personal property sold in interstate com- 
merce, while involving a highly intricate 
and technical installation, requires many and 
varied operations over an extended period, 
the corporation selling the property and 
effecting the installation has been regarded 
as “doing business” within the state where 
the installation is done.* Thus, a corpora- 
tion may not be expected to be regarded as 
“doing business” where it either 
from installing material sold in interstate 
commerce, or where it limits its installa- 
tions to unusual types which require special 
skill. It is to be observed that the line of 
demarcation between what might be an in- 
stallation which would not give rise to tax 
and other liability and one which would do 
so is not well defined. 


refrains 


Intrastate Business 


Usually, the activities of a foreign cor- 
poration entering a new state are not limited 
to interstate or foreign commerce nor to 
incidental transactions. Ordi- 
narily, such a foreign corporation erters the 
state with a view of furthering an unbroken 
series of transactions of its ordinary busi- 
ness. The rule applied under such circum- 
stances has been stated as follows: 


isolated or 


“Tt is established by well considered gen- 
eral authorities that a foreign corporation is 
doing, transacting, carrying on, or engaging 





1 Case v. Mills Novelty Company, 193 So. 625. 
2 Browning v. Waycross, 233 U. S. 16. 
3 Vest v. Night Commander Lighting Co., 139 
So. 295; Crawford v. Louisville Silo € Tank Co., 
265 S. W. 355; Western Silo Ce. v. Johnson, 262 
S. W. 1093; American Bridge Co. v. Honstain, 
128 N, W. 1014; Abner Mfg. Co. v. McLaughlin, 
64 P. (2d) 387; Abner Mfg. Co. v. Nevels, 118 
S. W. (2d) 607. 

14 Hogan v. Intertype Corp., 136 Ark. 52, 206 
S. W. 58; Browning v. Waycross, 233 U. S, 16; 
Palm Vacuum Cleaner Co. v. Biornstad et al., 


161 N. W. 215; Elliott Electric Co. v. Clevenger, 
300 S. W. 91, 

% York Mfg. Co. v. Colley, 247 U. S. 21; Cobb 
v. York Ice Machtmery Co., 159 So. 811; Hess 
Warming & Ventilating Co. v. Burlington Grain 
Elevator Co. et al., 280 Mo. 163, 217 S. W. 493. 

1% General Railway Signal Co. v. Common- 
wealth, 246 U. S. 500; Western Gas Co. v. Com- 
monwealth, 136 S. E. 646, affirmed, 276 U. S. 
597; Kansas City Structural Steel Co. v. Arkan- 
sas, 269 U. S. 148. 
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in business within a state when it transacts 
some substantial part of its ordinary busi- 
ness therein. 20 Corpus Juris Secundum, 
Corporations, Sec. 1829, p. 46.” ™ 


Such transaction of a substantial part of 
a corporation’s ordinary business, giving rise 
to tax liability, is often evidenced by the 
continuous maintenance of a local stock of 
goods within the state in a warehouse or 
elsewhere, from which local orders are filled. 
Such activity is invariably regarded as the 
doing of business within the state, which 
will result in liability for initial taxes and 
for annual income and franchise taxes.” 
Similarly, the bringing of goods into a state 
where they were sold from trucks has been 
regarded as doing business there.” 


Where a foreign corporation takes ma- 
chinery into a state in which it is not author- 
ized to do business and leases it to persons 
or corporations there, counsel will find that 
the trend of the decided cases is to regard 
such activity as the doing of business so as 
to subject the corporation to taxation within 
the state.” There are, however, decisions 
in which it has been held that thé leasing 
of the following did not constitute doing 
business: a talking-picture machine, a car- 
rier syst-m and voting machines.” 





™ Royal Insurance Co., Ltd. v. All States 
Theatres, Inc., 6 So, (2d) 494. 

18 Manhattan Terrazzo Brass Strip Co., Inc. v. 
A, Benzing & Sons et al., 50 N. E. (2d) 570; 
Southern Natural Gas Corporation v, State of 
Alabama, 301 U. S. 148; United States Glue Co. 
v. Oak Creek, 247 U. S. 321; Cheney Bros. Co. 
et al. v. Massachusetts, 246 U. S. 147. 

1% Caskey Baking Co., Inc. v. Commonwealth 
of Virginia, 313 U. S. 117; Baldwin Music Shop, 
Inc. v. Watson, 102 S, W. (2d) 478. 

2 Hrie & Michigan Railway & Navigation Co. 
v. Central Railway Equipment Co., 152 Ill. App. 
278; United Shoe Machinery Co. v, Ramlose, 
109 S. W. 567; State ex rel. Hays v. Robertson 
et al., 196 S. W. 1132, 202 S. W. 300; Pennsyl- 
vania v. National Cash Register Co., 117 Atl. 
439; Davis v. United Shoe Repairing Co., 92 
S. W. (2d) 1107. 


ee 


“FOREIGN” SHOE SALESMEN 


In the case of International Shoe Co. v. State of Washington, et al., the 


If a foreign corporation which is engaged 
in the business of performing services for 
others, as distinguished from a company 
selling or leasing property, sends its agents 
into a state in which it is not licensed, in 
order that they may perform its service for 
the customers there, the company is ordi- 
narily regarded as being present in the state, 
transacting intrastate business and required 
to be authorized to do business there.” 


Occupation License Taxes 


The material presented regarding whether 
certain activities are to be viewed as “doing 
business” or not with respect to liability for 
state initial, franchise and income taxes is 
usually found by attorneys to have applica- 
tion also to a foreign corporation’s liability 
to the payment of state occupation license 
taxes. These taxes are exacted for the 
privilege of engaging in a special type of 
business within a state. An immunity from 
such license taxes may be expected to arise 
also where either interstate™ or foreign 
commerce ™ is carried on entirely with re- 
spect to a given state. A like immunity has 
been held to exist, under such circumstances, 
with regard to occupation license taxes 
levied by municipalities.” [The End] 


21 General Talking Pictures Corp. v. Shea, 49 
S. W. (2d) 359; Johnston v. Lamson Co., Inc., 
167 S. E. 417; Hayden v. Dallas County et al., 
143 S. W. (2d) 990. 

22 Union Brokerage Co. v. Jensen et al., 64 
S. Ct. 967; Vaccinol Products Corp. v. State, 156 
S. W. (2d) 250; State v. Greenfield, Inc., 205 
S. W. 619; In re Bell Lumber Co., 149 F. (2d) 
980. 

73 Caldwell v. North Carolina, 187 U. S. 622; 
Best & Co., Inc, v. Maxwell, 311 U. S. 454. 

4 Crew-Levick Co. v. Pennsylvania, 245 U. S. 
292. 

*% Texas Transport & Terminal Co., Inc. v. 
City of New Orleans, 264 U. S. 150; Real Silk 
Hosiery Mills v. City of Portland, 265 U. S, 325. 





United States Supreme Court said “Yes” to the question: Can a foreign shoe 
corporation, having its principal place of business outside the state of Washington, 
be sued in the state’s courts for the recovery of unemployment compensation 
contributions based on commissions earned by salesmen soliciting orders within 
the state for the company’s merchandise? The Court held that the company’s 
contacts with the state of Washington were sufficiently close to constitute “doing 


business” within the state. 
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Harold Smith, director of the Federal Bureau of the Budget, is Uncle Sam’s chief 

bookkeeper. Although in a crowd he is merely “the fellow in the brown suit,” 

Washington knows him as the “general manager” of the government and as 
“a supremely constructive public official.” 


38 












94 


pe 








Ppl Wee 








K ARLY EVERY JANUARY, Congress 
4 gets a New Year’s gift from the Presi- 
dent. It is a bulky volume, weighing five 
pounds more or less, which looks not unlike 
the New York telephone directory. Inside, 
it contains a mass of detailed explanations, 
statistics, charts, graphs—and just plain hopes. 


By 


It is the federal budget for the next fiscal 
year. Congress has six months—until June 
30—to go over these recommendations sent 
to “the Hill” by the President and to either 
pare down, eliminate, add to, or ignore parts 
or all of the weighty tome.. 


Although the budget is sent to Congress 
under the signature of the President, every- 
body in Washington knows who is really 
responsible for its authorship. That man is 
Harold Dewey Smith, director of the Fed- 
eral Bureau of the Budget, probably the 
only man in the government with an in- 
formed over-all idea of how much Uncle 
Sam is going to spend in any future period 
—and for what. 


Smith, with six hundred employees, has 
offices in the Department of State building, 
right across from the White House itself. 


The Man Behind the Budget 


wae OE 


LARSTON DAWN 
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ae 


a 
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FARRAR 


He is variously known in the capital as the 
one man with a true passion for anonymity, 
the “general manager” of the government, 
and as “Uncle Sam’s housekeeper-in-chief.” 
He is all of these things—in many respects 
—and more. 


He is one of the hardest working men in 
government. He has the privilege of seeing 
the President as often as any other man 
outside the actual White House environs. 
He is one of the few important men in gov- 
ernment who have shown no signs of suc- 
cumbing to “elephantiasis” of the ego, a 
common bureaucratic ailment. 

Yet, according to TIME magazine, “in a 
crowd, Mr. Smith is the fellow in the brown 
suit.” 

“Middle-sized and homely,” says TIME, 
“he has pale blue-grey eyes behind rimless 
glasses, and a mustache which (although 
he boasts ‘I haven’t had a cleanshaven upper 
lip in 15 years’) is invisible in poor light.” 

Various people have said various things 
about Harold D. Smith—some of them in 
fits of anger and not apt to be reprinted. 
But most comment has been more favor- 
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able than a man of his responsibilities has 
any right to expect. 

His friends jibe that “Harold has only 
one speed—low gear.” But they add: “He 
always gets there—like the tortoise.” 

“We grant the power and Harold Smith 
writes the laws,” a Congressman declares. 


When a bigwig from Kansas City dropped 
in on Henry A. Wallace, then Vice Presi- 
dent, to complain that he had been shunted 
off by President Roosevelt, Wallace asked 
why. 

“The President told me to put the propo- 
sition up to a fellow named Harold Smith,” 
said the visitor. “Who’s he?” 


“Smith?” the then Vice President ex- 
claimed. “You're lucky. He’s the most 
important man in this administration.” 


Umpire Smith 


Wallace describes Smith as “a supremely 
constructive public official.” 

“His greatest interest,” says Wallace, “is 
to create a government machine capable of 
handling the great problems of the day 
smoothly and efficiently. He steps aggres- 
sively into all sorts of situations, views 
them from an over-all global standpoint, 
and tries to weld conflicting viewpoints and 
pressures into a single intelligent and ener- 
getic government policy. In these days, 
public agencies inevitably battle each other 
continuously. Smith sits in as umpire, act- 
ing for the President. All sides to every 
dispute know that he will be utterly fair 
about it. Everybody has confidence in him.” 


After a meeting of the House Committee 
on Appropriations, Congressman Joe Starnes 
once stood up and said: “I think you are 
doing a swell job, Mr. Smith.” 

For his part, Mr. Smith has not talked 
much for the public prints—and when he 
has spoken, it has been about his job. 


“We consider the budget as an integrated 
social and fiscal program,” he once said. 
“We go into the economic inter-relation- 
ships of various proposals. We serve as an 
agent of the President in coordinating op- 
erations. No budget office, if it is worth a 
damn, can run counter to the social forces 
of a democracy. In peace or war, manage- 
ment lies at the core of democratic gov- 
ernment. 

“T’ve never thought I was very smart, but 
I do think I can make a contribution. We 
are trying to implement good government 
and stifle bad. That is my contribution.” 

However, at one time or another, he has 
spoken his mind and without fear. 





“You wouldn’t think so,” he recently told 
an editor of a large business magazine. “But 
businessmen (who get into government) 
write longer and more detailed question- 
naires than the regulars, and defend them 
more positively.” 


He once told a Congressional Committee: 
“While, as director of the Bureau of the 
Budget, I see many soft spots that worry 
me, at the same time one has to look at the 
over-all product. When I look at that, I 
say: ‘Well, it is amazing that we have done 
as well as we have...” 


Sticktuitive 
The stories about Mr. Smith and. his 
sticktuitiveness in doing what he thinks to 


be his duty are legion. One day, the White 
House phone buzzed in his office. 


Said the President. “What do you think 
of moving the Immigration and Naturaliza- 
tion Bureau from the Labor Department to 
the Justice Department?” 


“It ought to be done,” Mr. Smith replied. 


“Can you give me an executive order to 
that effect by tomorrow noon?” 


“Yes,” was Smith’s reply. Actually, he 
could have had it across West Executive 
Avenue in five minutes. The order had 
been waiting in his upper left-hand desk 
drawer for weeks. 


One time his insistence on doing his work 
well caused him to have a run-in with Har- 
old L. Ickes, former outspoken Secretary 
of the Interior. 


“What in hell do you mean by barging 
into town on the eight-o’clock train and 
tearing loose agencies that have been here 
for a hundred years?” Ickes barked. 


“Tf they’ve been in one rut for a hundred 
years, maybe it’s time for a change!” 
Smith retorted. 


He and “Honest” Harold now lunch to- 
gether regularly. 


Founding Member 


When he was Director of the Budget in 
Michigan, practically everybody in that 
state with enough money had a special auto- 
mobile tag with some fancy initials on it. 


A Jones with an “XYZ 200,171” tag felt 
like he was a social cut or two above a 
3rown with a mere “Michigan 200,172.” 
These special tags cost the state a lot of 
money to manufacture, but various attempts 
to cut them out seemed to get nowhere. 
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Somehow, this letter from Smith to 
Governor Frank Murphy got into the news- 
papers: 


“T am,” wrote Smith, “a founding mem- 
ber of the Society of Budgeteers. I there- 
fore ask that a tag be issued to me bearing 
this inscription: *S. O. B. No. 1’.” 


On Budget-Balancing 


If there is anything that can irritate him, 
it is to have an acquaintance wisecrack 
about what an easy job he must have since 
the budget is frankly out of balance. It 
indicates, he says, that the wisecracker has 
no idea of what the Bureau of the Budget 
has to do. 


Actually, the budget director has one of 
the most vital jobs in the entire government 
today. In his office are prepared the execu- 
tive orders creating new agencies and re- 
shuffling old ones. He has to correlate, all 
during the year, the findings of hundreds of 
his agents and condense these to be presented 
to the President. Before any agency can 
make a budget request even to the Presi- 
dent, the request must be considered by 
the intent eyes of Harold D. Smith. 


The bureau was created originally in 1921. 
Before that time, there had been no check 
whatever on appropriation requests by the 
executive departments. The government 
was small and unimportant in the whole 
scheme of America’s economic life. 


Under the 1921 law, the bureau was 
housed in the Treasury Department, respon- 
sible to the President. It was given consid- 
erable supervisory powers over government 
expenditures, but actually did little more 
than reckon outgo and income. The an- 
nual appropriation for the Bureau of the 
Budget up to and including 1938 was only 
$196,000. 


The change was initiated by Under-Sec- 
retary of the Treasury Daniel W. Bell, who 
saw the useful function which the bureau 
could perform as housekeeper for the ex- 
panding federal establishment. He drew 
on the powers of the 1921 act to reorganize 
and expand the bureau just before President 
Roosevelt appointed Smith to the post—at 
Bell’s insistence, incidentally. 


The reorganization was carried forward 
another big step by the executive order 
issued in September, 1939, placing the bu- 
reau under the Executive Office of the 
President and putting its headquarters right 
across West Executive Avenue in the De- 
partment of State building. 


The Man Behind the Budget 





“Approved by the Bureau 
of the Budget” 


One of the functions delegated to the 
bureau then was “to conduct research in 
the development of improved plans of ad- 
ministrative management, and to advise the 
executive departments and agencies of the 
government with respect to approved ad- 
ministrative organization and practice.” 


Another part of the order, with just as 
broad implications, gave the bureau power 
“to aid the President to bring about more 
efficient and economical conduct of govern- 
ment service.” Another function was “to 
assist the President by clearing and co- 
ordinating departmental advice on proposed 
legislation and by making recommendations 


as to the presidential action on legislative 
enactments... .” 


This is why, since September, 1939, all 
legislation sent to the Hill by any depart- 
ment, agency, or bureau, has carried the 
annotation: “Approved (or not approved) 
by the Bureau of the Budget.” 


Mr. Smith has worked assiduously to 
standardize both law and government ac- 
counting practices. He has striven for 
economy in government, too, but finds this 
the most difficult. Bureau chiefs, he says 
wryly, cling to members of their staffs and 
hang on even more grimly to their files. 


“|. . We have come to the kind of situa- 
tion where budgeting done on an annual 
basis is inadequate,” he told a Congres- 
sional committee. “It covers too long a 
period. The conditions change so rapidly 
that we have had to think of budget making 
and administration in terms of quarters 
rather than the annual basis.” 


Many of the men on Smith’s enlarged 
staff are hard-hitting younger officials out 
of other government agencies. Some have 
come to the Bureau of the Budget with 
highly specialized knowledge of their own 
departments and have therefore been as- 


signed to work in connection with those 
departments. 


A considerable part of the President’s cor- 
respondence is handled by Smith and his 
assistants. The division of legislative refer- 
ence is concerned with the mass of legisla- 
tive recommendations that go from the 
executive branch of the government to Con- 
gress. 

: Every government request for money 
from Congress must have the Budget Bu- 
reau’s approval before it is passed along to 


[Continued on page 84] 
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New Jersey’s New Corporation Tax 


by WILLIAM MARGULIES 
C. P. A., Newark, New Jersey 


ANUARY 15, 1946, marks the beginning 

of a new tax era for corporations doing 
business in New Jersey. On that day’ will 
be due the first returns under the new Busi- 
ness Corporation Tax Act, passed April 13, 
1945, and effective beginning January 1, 
1946. 

This new tax replaces two taxes formerly 
in effect. One is the franchise tax previ- 
ously imposed by the State on domestic cor- 
porations and on foreign corporations 
authorized to do business in the State. The 
other is the tax imposed by local municipali- 
ties on all intangible property situated within 
each jurisdiction, whether owned by corpo- 
rations or by individuals. 

The new tax is imposed upon every do- 
mestic corporation and every foreign cor- 
poration as an annual franchise tax for the 
privilege of having or exercising its fran- 
chise in the State of New Jersey, or for the 
privilege of doing business, employing or 
owning capital or property, or maintaining 
an office in the State. 

“Corporation” is defined to mean “any 
corporation, joint-stock company or associa- 
tion and any business conducted by a trustee 
or trustees wherein interest or ownership is 
evidenced by a certificate of interest or 
ownership or similar written instrument.” 

A receiver, referee, trustee, assignee, or 
other fiduciary, or any officer or agent ap- 
pointed by any court, who conducts the 
business of a corporation is subject to the 
tax the same as if the business were con- 
ducted by the officers or agents of the cor- 
poration. A dissolved corporation which 
continues to conduct business in the process 
of liquidation remains subject to the tax as 
long as it conducts business. 


Corporations Exempt Under this Act 


The Act taxes only those foreign corpo- 
rations doing business in the State. It does 
not define “doing business”; but a foreign 


1 Extended to February 15, by ruling of Di- 
rector of Division of Taxation, December 17, 
1945, 


corporation is stated as not deemed to be 
doing business solely by reason of: 


1. The maintenance of cash balances with 
banks or trust companies in the State; or 


2. The ownership of shares of stock or 


securities in the State if the shares or securi- 
ties are pledged as collateral security, or 
deposited with one or more banks or trust 
companies or recognized brokers in safe- 
keeping or custody accounts; or 


3. The taking of any action by such bank, 
trust company, or broker, incidental to the 
rendering of safekeeping or custodian 
service to such corporation. 


Certain domestic corporations are specific- 
ally exempted from the tax imposed by this 
Act, although in most instances they are 
subject to tax under another law. 
corporations are: 


These 


1. Corporations subject to a tax assessed 
upon the basis of gross receipts or in- 
surance premiums collected, including: 


Autobus companies 
Express companies 
Domestic life insurance companies 
Oil and pipe line companies 
Palace, parlor, and sleeping-car 
companies 

f. Water power companies 


Railway, canal, or banking corpora- 
tions, savings banks, or building-and- 
loan or savings-and-loan associations; 
Cemetery corporations not conducted 
for pecuniary profit of any private in- 
dividual; 

Non-profit corporations, associations, 
or organizations without capital stock 
established, organized or chartered 
under the laws of any State and not 
conducted for pecuniary profit of any 
private individual; and 

Corporations using or occupying pub- 
lic streets, highways, roads, or other 
public places in the State, including: 
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a. Electric light, heat, and power 


companies 
Gas companies 


oo Se 


panies 


Sewerage companies 
Street railway and traction com- 


Taxicab companies 


f. Telephone and telegraph 


panies 


com- 


g. Water supply companies. 


Due Date of Return and Tax 


The tax is imposed with respect to the 
calendar year 1946 and each year thereafter, 
the year for which the tax is payable being 
called the “privilege year.” 


For the privilege year 


due as follows: 

If the fiscal year ends 
July 31, 1945 
August 31, 1945 we 
September 30, 1945 
October 31, 1945 ..... 
November 30, 1945 ... 
December 31, 1945 ... 
January 31, 1946........ 
February 28, 1946 .... 
Maten. 31, 1940... <..35.0 
April 30, 1946 
(eae 0: 
June 30, 1946 ......... 


1946 returns are 


Return will be due 


January 15° 


February 15 
March 15 
April 15 

May 15 

June 15 

July 15 
August 15 
September 15 
October 15 





The full amount of tax is payable when 
the return is filed. No tax, however, is 
payable for the year in which the corpora- 
tion is organized or first qualifies to do busi- 
ness within the State. 

The director of the Division of Taxation 
of the State Department of Taxation and 
Finance (called the “Commissioner’”) may 
grant a reasonable extension of time for the 
filing of returns and the payment of tax. 
No extension, however, may be beyond De- 
cember 1 of the privilege year. Interest at 
the rate of 6% a year must be paid from the 
original due date of the return until the date 
of payment. 


Basis of Tax 


The tax is measured by the net worth of 
the corporation at the close of its fiscal year 
(which must be the same as that used in its 
federal income tax return), as follows: 


1. If the fiscal ends BEFORE July 1— 
the fiscal year ending within the 
privilege year, or 

2. If the fiscal year ends AFTER July 1— 
the fiscal year next preceding the 
privilege year. 

To be specific, in 1946— 


2 See footnote 1, page 42. 
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The tax is based 


If the fiscal year ends on net worth 


Jantaty- Sl <n sc January 31, 1946 
February 26 = 26.5. February 28, 1946 
Naren gt) 85.0554 March 31, 1946 
PAGE TSO Si A April 30, 1946 
Waa Se reste Sestbk May 31, 1946 
June 30 ; ....June 30, 1946 


The tax is based 


If the fiscal year ends on net worth 


EES ci eset wkcnatne July 31, 1945 
Ce | ee August 31, 1945 
September 30 ....... September 30, 1945 
Octebee Sl!) ....cscccc a October 31, 1945 
November 30 ....... November 30, 1945 
December 31 ........ December 31, 1945 


Net worth is defined to consist of the sum 
of the following as disclosed by the books 
of the corporation at the close of its last 
accounting year: 


1, Issued and outstanding capital stock; 

2. Paid-in or capital surplus; 

3. Earned surplus and undivided profits; 

4. Surplus reserves; 

5. Indebtedness owing directly or indi- 
rectly to holders of 10% or more of 
the total outstanding shares of the tax- 
payers’ capital stock. 


However, if, in the opinion of the Commis- 
sioner, the corporation’s books do not dis- 
close fair valuations, the Commissioner may 
require any additional information needed 
for a reasonable determination of the net 
worth. 


Allocation Formulas 


A corporation which does not maintain a 
regular place of business outside New 
Jersey is taxed on the entire amount of its 
net worth. However, if a corporation does 
maintain a regular place of business outside 
the State, it is taxed only on the amount of 
its net worth allocated to New Jersey. The 
allocation is made according to one of two 
alternative formulas, whichever results in 
the greater amount. 

The first alternative is the average of the 
following fractions: 


1. The average value of the taxpayer’s 
real and tangible personal property 
within New Jersey divided by the 
average value of all its real and tang- 
ible personal property; 

2. The receipts, computed on the cash or 
accrual basis according to the method 
used in its Federal income tax returns, 
from: 
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Sales of tangible personal prop- 
erty located within the State of 
New Jersey at the time of re- 
ceipt of the orders; 

Sales of such property wherever 
located where orders are received 
or accepted in New Jersey; 
Services 
State; 
Rents from 
and royalties 
patents or copyrights, in 
Jersey; and 


performed within the 
property situated, 
from the use of 


New 


All other receipts earned in New 
Jersey 
divided by the total receipts from all 
such sources; and 


The total compensation paid for per- 
sonal services within the State of New 
Jersey divided by the total compensa- 
tion paid for all personal services. 


Compensation paid within the State to 
officers and employees is considered to in- 
clude the entire amount of compensation 
paid for services performed if: 


1. The service is performed entirely within 
the State; or 


2. The service is performed both within 


and outside the State, but the service 
outside the State is incidental to the 
individual’s service within the State; 
or 


The service is performed partly in this 
State and 
a. The base of operations, or the 

place from which the service is 
directed or controlled, is within 
New Jersey; or 
The base of operations, or place 
from which the service is di- 
rected or controlled, is not in any 
State in which some part of the 
service is performed, but the em- 
ployee’s residence is in New 
Jersey; and 

Contributions are not required and 

paid with respect to such _ services 

under an unemployment compensation 

law of any other State. 


This definition of services is practically 
the same as the definition employed under 
the Unemployment Compensation Law of 
the State of New Jersey. 

If the Commissioner finds that the alloca- 
tion factor determined under this alterna- 
tive does not properly reflect the activity, 
business, receipts, or capital of a taxpayer 


reasonably attributable to the State, he may 
adjust it by: 

1. Excluding one or more of the factors 

therein; or 

2. Including one or more oilier factors, 
such as expenses, purchases, or con- 
tract values; or 
Excluding one or more assets in com- 
puting net worth; or 


4. Applying any other method calculated 
to effect a fair and proper allocation. 


Under the second alternative method, the 
net worth allocable to the State is deters 
mined by multiplying its entire net worth 
by an allocation factor computed as follows: 

1. The average value of the corporation’s 

assets in the State during the period 
covered by its report; divided by 

The average value of the corporation’s 
total assets during the same period. 


For the purpose of this computation there 
are included as within the State all intangible 
personal property of domestic corporations, 
and such intangible personal property of 
other corporations as would have a business 
situs within the State for the purpose of a 
property tax. 

The Commissioner is not permitted to 
make any adjustments in computing the 
allocation factor under this alternative 
method, as he is in the case of the first 
alternative. 


Regulated Investment Companies 


Regulated investment companies, which 
are registered and regulated under the In- 
vestment Company Act of 1940 and meet 
the requirements of Supplement Q of the 
Internal Revenue Code, pay tax measured 
by the proportion of the entire net worth, 
but not less than 10%, that the average ag- 
gregate value of their capital stock of all 
classes held by residents of New Jersey 
during the fiscal year bears to the average 
aggregate value of all shares of stock issued 
and outstanding during the past fiscal year. 


Holding Companies 


In order to reduce the double taxation in 
the case of holding companies and sub- 
sidiaries, the law allows the parent a credit 
based on its investment in the subsidiary. 


A subsidiary is defined as any corporation 
in which a taxpayer is the beneficial owner 
or— 

1. At least 80% of the total voting power 

of all classes of stock entitled to vote; 
and 
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2. At least 80% of the total number of 
shares of all other classes of stock ex- 
cept non-voting stock which is limited 
and preferred as to dividends. 

If, during all or part of any year, a cor- 
poration owns stock of a subsidiary, it may 
deduct from its own net worth for the pur- 
pose of this tax a portion of its investment 
in the subsidiary. To find the amount of 
this deduction, the following information is 
needed: 

A. Average value of the parent or hold- 
ing company’s capital stock in the sub- 
sidiary, 

. Average amount of net liabilities of 
the subsidiary to the parent corpora- 
tion, and 
The subsidiary’s allocation factor per- 
centage. 


The amount of the deduction is computed 
as follows: 

From the average value of the parent’s 
holdings in the subsidiary (A), sub- 
tract the average net liabilities of the 
subsidiary to the parent (B). 
Multiply the figure obtained in (1) by 
the subsidiary’s allocation factor per- 
centage (C). If the percentage (C) is 


50% or more, only 50% may be used. 


If the subsidiary is subject to a franchise 
tax measured by gross receipts under an- 
other law of the State, the following infor- 
mation is needed to compute the deductible 
portion of the parent company’s holdings: 

D. Average value of the parent or holding 
company’s capital stock in the sub- 
sidiary, 

Average amount of the net liabilities 
of the subsidiary to the parent cor- 
poration, 

*, Amount of subsidiary’s business within 
the State during its next preceding 
taxable year, and 

G. Amount of subsidiary’s entire busi- 
ness during its next preeeding taxable 
year. 

In such case the deduction is computed as 

follows: 

From the average value of the parent’s 
holdings in the subsidiary (D), sub- 
tract the average net liabilities of the 
subsidiary to the parent (E). 

Divide the amount of subsidiary’s 
business within the State during its 
next preceding taxable year (F) by 
the amount of its entire business dur- 
ing that year (G). If the resulting 
fraction is 75% or more, use 75%. 


New Jersey’s New Corporation Tax 


3. Multiply the figure obtained in (1) by 
the fraction obtained in (2). 


EXAMPLE 


Major Corporation, a domestic corpora- 
tion, owned throughout the calendar year 
1945, which is also its accounting year, stock 
in Minor Corporation with a par value of 
$400,000. The average value of this stock 
in 1945 was $600,000. 


Minor Corporation is a New York cor- 
poration doing business in New Jersey. Its 
total net worth, consisting entirely of com- 
mon stock, is $500,000. The amount of its 
net worth allocable to New Jersey for the 


purposes of the corporation business tax is 
$100,000. 


The net worth of Major Corporation, for 
the purpose of the tax, is computed as 
follows: 


A. Average value of holdings in 
Minor Corporation . 

B. Average amount of liabilities 
of Minor Corporation to Major 
Corporation ..... are none 

C. Allocation factor of Miene Cor- 
poration ($100,000 + $500,000) 20% 


Minor Corporation is a subsidiary of 
Major Corporation because at least 80% of 
its total voting stock is owned by the latter. 
Major Corporation is, therefore, entitled to 
a deduction from its net worth for the pur- 
pose of the corporation business tax com- 
puted as follows: 


$600,000 


1. Average value of Major Cor- 
poration’s holdings in Minor 
Corporation ($600,000) less lia- 
bilities (none) 

Deduction allowable from net 
worth of Major Corporation 


($600,000 x 20%) 


$600,000 


120,000 


Rates of Tax 


The rates of tax are as follows: 


On the first $100,000,000 of allo- 
cated net worth . Meee: . 0.08% 
On the second $100, 000, 000 of te 
cated net worth ....... 0.04% 
On the third $100,000,000 of allo- 
cated net worth ... 0.03% 
Over $300,000,000 of allocated net 
worth 0.02% 
A minimum tax is pawener as follows: 
On domestic corporations . ..$ 25.00 
On foreign corporations 50.00 
On regulated investment companies. 100.00 
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Audit of Returns 


The Commissioner is empowered to re- 
quire any taxpayer to submit copies or per- 
tinent extracts of its Federal income tax 
returns or of any other tax return made to 
any agency of the Federal Government or 
to any State, or of any statement or regis- 
tration made pursuant to any State or Fed- 
eral law pertaining to securities or securities 
exchange regulation. 


Further, whenever the Commissioner has 
reason to believe that a taxpayer maintains 
a place of business outside the State, or has 
any agreement or arrangement with any 
other corporation or person or firm for the 
purpose of evading tax, or whereby the ac- 
tivity, business, receipts, or net worth of 
the taxpayer is inaccurately reflected, the 
Commissioner is empowered to adjust items 
of gross receipts, tangible property, and 
payrolls within and outside the State and 
the allocation of net worth, and to make 
such other adjustments in any tax return as 
may be necessary. The Commissioner may 
also require any person or corporation to 
submit such information under oath, or to 
permit examination of its books and other 
records as may be necessary to determine 
the existence, nature, or extent of any such 
agreement or arrangement, regardless of 
whether or not the person or corporation is 
subject to the tax imposed by the Act. 


Penalties for Failure to Pay Tax 


The tax constitutes a lien on all of the 
taxpayer’s property and franchises on and 
after January 1 of the privilege year; and all 
interest, penalties, and costs of collection 
thereafter falling due become a part of the 
lien. 


In the case of a domestic corporation, 
whenever the tax becomes in arrears for 
three months, the Attorney General is au- 
thorized to apply to the Court of Chancery 
for an injunction to restrain the corpora- 
tion from exercising its franchise until pay- 
ment of the tax, penalties and interest, and 
the cost of the application. If the tax re- 
mains unpaid for two consecutive years, the 
charter becomes subject to forfeiture upon 
proclamation of the Governor. 


Whenever a foreign corporation becomes 
in arrears for three months, the Attorney 
General may apply for an injunction to re- 
strain the corporation from transacting any 
business within the State until it has paid 
the tax, penalties and interest, and the cost 
of the application. If the corporation fails 
to pay the tax on or before December 1 of 





the privilege year, the Commissioner may 
notify the Secretary of State to immediately 
revoke its certificate of authority to do busi- 
ness in the State. The liability of the cor- 
poration for payment of the tax, interest, 
and penalties is not impaired by this action. 
After the revocation of certificate to do 
business in the State, no new certificate may 
be issued to the defaulting corporation until 
all unpaid taxes, penalties, interest, and 
costs have been paid. 


A corporation may not dissolve, liquidate, 
or withdraw from the State unless all re- 
turns’ have been filed and taxes paid. 


Accountants’ Responsibilities 


Under the Act 


With respect to this new law the respons- 
ibility of the accountant lies in two directions: 


1. Planning for tax saving; and 


2. Setting up proper records. 


Since a minimum tax must be paid by 
every corporation even though it is dormant 
and does no business, the need for maintain- 
ing each such corporation should be re- 
viewed with the client. It will be found 
that many corporations originally set up for, 
say, the purchase of real estate have been 
dormant for several years, the only reason 
for keeping the corporation alive being the 
fact that the cost of its franchise was only 
$5.00 a year. With a minimum charge now 
of $25.00 a year for domestic corporations 
it will be found advisable in many such cases 
to dissolve inactive corporations. 


Wherever a domestic corporation has 
allocable net worth of less than $31,250.00, 
the annual tax at the rate of 0.08% of the 
net worth will be less than $25.00. Where 
several small corporations are active it may 
be desirable to consolidate them into one 
or more larger corporations with net worth 
of at least $31,250.00 each, in this way sav- 
ing $25.00 a year for each corporation dis- 
solved. Foreign corporations with allocable 
net worth of less than $62,500.00 will pay 
the minimum tax of $50. 


More opportunities for tax savings under 
this law exist with respect to corporations 
maintaining a regular place of business out- 
side the State than with corporations not 
maintaining such place of business. By 
keeping down the factors which increase the 
allocation percentage, corporations operat- 
ing in more than one State have an oppor- 
tunity to reduce the corporation business 
tax. The allocation factor percentage can 
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be kept at a minimum by adopting the fol- 
lowing practices: 


1. Warehouse inventory should be kept 
outside of New Jersey if possible. 


2. Orders should not be accepted subject 
to approval in New Jersey. 


Whenever services are performed for 
customers which do not necessarily 
have to be performed in any specific 
place, such services should be per- 
formed outside of New Jersey. 


When services are performed by em- 
ployees both within the State of New 
Jersey and without, the base of opera- 
tion should be outside the State, and 
contributions for the unemployment 
compensation fund should be paid to 
a State other than New Jersey. 


As to record-keeping, accountants have an 
extra duty to establish such records that all 
the information required under the law is 
readily available. This involves primarily 
a segregation of the various factors which 
enter into the allocation percentages under 
the two alternative methods. The books of 
every corporation subject to the corporation 
business tax should show the following 
analyses: 


1. The situs of all property outside of 
New Jersey. 


Sales delivered from warehouses out- 
side of New Jersey, the orders not sub- 
ject to approval in the State. 


Income from services performed out- 
side of New Jersey. 


Rent from properties situated outside 
of New Jersey. 

Royalties from the use of patents or 
copyrights outside of New Jersey. 


Other income earned outside of New 
Jersey. 


Payroll for services by employees per- 
formed outside of New Jersey and for 
which unemployment compensation 
contributions are not required to be 
paid to New Jersey. 


The cost of making this segregation, par- 
ticularly in the case of smaller companies, 
could be exorbitant and completely out of 
proportion to the amount of taxes saved 
by the allocation. The Commissioner, 
therefore, as a matter of practical admin- 
istration, will permit taxpayers to “overpay” 
their tax by basing it on the entire net 
worth even though part of the net worth 
could be allocated outside the State. Such 
election to pay on the entire net worth is 
made without prejudice to the taxpayer, so 
that, if the taxpayer later finds it advisable 
to claim credit for the part of its worth em- 
ployed outside the State, it may do so with- 
out question. 


The Corporation Business Tax Act was 
passed in order to correct an inequitable 
situation long in existence with respect to 
corporations and to owners of intangible 
property in the State of New Jersey. Ac- 
countants are by this law given the oppor- 
tunity to be of more service to their clients, 
and to assure their clients that the Act will 
fall equitably and fairly on each of them. 


ILLUSTRATION OF TAX COMPUTATION 


Assume that the Fahren Manufacturing Corporation, a New York Corporation, with 
its principal office and warehouse located in New York City, conducts its factory and 
manufacturing operations within the State of New Jersey. Balance sheets of the corpora- 
tion as of April 30, 1945, and April 30, 1946, the close of its last two fiscal years, show 
the following: 

April 30, 1945 
Total InN. J. 


April 30, 1946 


Assets Total In N.]J. 


TANGIBLE PERSONAL PROP- 
ERTY: 
Inventories 
Automobiles eS 
Fixtures and Machinery ... 


$ 251,934 
15,720 
71,340 


$ 28,111 
5,148 
58,012 


226,382 
12,355 
62,638 


$ 12,172 
4,162 
49,718 
301,375 
430,736 


$ 91,271 
452,888 


$ 338,994 
452,888 


Total Tangible Property 
REAL ESTATE . 


$ 66,052 
430,736 


Total Real 


and Tangible 
Property $544,159 732,411 $496,788 
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Assets Total 
INTANGIBLE PERSONAL PROP- 
ERTY: 

Cash 211,712 
Accounts Receivable 478,240 
United States Bonds 20,000 
Stocks and bonds 210,000 
Patents 125,000 
Goodwill 100,000 

Total Assets $1,936,834 



















Liabilities 
Due to Stockholders $ 
Other Liabilities 


20,000 
345,810 

















$ 365,810 
































COMPUTA TION—Continued 


April 30, 1945 
InN. J. y 


124,310 


$668,469 


$1, 





April 30, 1946 
In N.J 


Total 


131,580 
519,096 

30,000 
210,000 
103,495 
100,000 


74,330 








$ 





826,282 


50,000 
72,871 





$571,118 



















The corporation’s Federal income 
shows the following: 

















Gross Receipts: 








Sales of merchandise 
Rents 

Royalties 

Interest 




















Total Gross Receipts 





Costs and Expenses: 
Cost of goods sold 
Salaries and wages 
Other expenses 












Total Costs and Expenses 









Profit before Income Taxes 
Income Taxes 








Net Profit for the Year 


The return and tax for the privilege year 
1946 are due not later than August 15, 1946. 
The net worth of the corporation for the 
purpose of the tax is computed by using the 
following values disclosed by the books as 
of April 30, 1946: 
Issued 
stock 
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and outstanding capital 











$1,200,000 
















Earned 
profits 





826,282 


Total 


$3,814,485 
12,000 
1,000 
15,300 


. $3,842,785 


$2,182,032 
921,760 
325,189 


$3,428,981 


$ 413,804 


281,417 


$ 132,387 





Contingency reserve 


surplus and 


Due to stockholders 


Total Net Worth 


tax return for the fiscal year ended April 30, 1946, 


Total Liabilities $ 122,871 
Capital Stock—6,000 shares par value 600,000 0 | | ae 
Capital Stock—6,000 shares no par 
value ; 600,000 600,000 
Contingency Reserve 50,000 100,000 
Earned Surplus 321,024 403,411 
Total Liabilities and Capital $1,936,834 $1, 


Allocable to 
New Jersey 


$ 3,877 
12,000 


1,000 


to 


NI 
w& 
C2 te 


undivided 


$1,753,411 


+ Ww 











100,000 


403,411 
50,000 
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TAX COMPUTATION—Concluded 


a The portion of this net worth subject to tax is ascertained by multiplying by the larger 
N.J. of the allocation factors determined under the two alternative methods. The allocation 
factor under Alternative 1 is computed as follows: 


A 330 1. Value of real and tangible personal prop- 
? erty: 
Allocable to 
Total New Jersey 
Beginning of fiscal year ........ . $ 791,882 $ 544,159 


T 


End of fiscal year 732,111 496,788 

,523,993 $1,040,947 
Divided by 2 ee 761,997 $ 520,473 
% New Jersey to total—68.3% ut ae f-a6 


2. Receipts from sales of tangible personal 


property .... $3,814,485 3,877 
Rents from property, and royalties from 

the USE OF PATENTS 2.3.6 aids torn ee 13,000 13,000 
Interest received , 15,300 


Totals ... 8 $3,842,785 16,877 
% New Jersey to total—0.4% 


Compensation paid for personal services $ 921,760 $ 739,814 
% New Jersey to total—80.3% 


The average of these factor percentages is 149.1% divided by 3, or 49.7%. The 
allocation factor under Alternative 2 is computed as follows: 


Value of total assets, tangible and intangible: 
Allocable to 
Total New Jersey 
Beginning of fiscal year $1,936,834 $ 668,469 
End of fiscal year ..... i 1,826,282 571,118 


Total . Rersl Fach . $3,763,116 $1,239,587 


Doves: 0 a , . $1,881,558 $ 619,793 





% New Jersey to total—32.9% 


Since the allocation percentage under Alternative 1 (49.7%) is greater than the per- 
centage under the second alternative (32.9%), this percentage is applied to the net worth 
of $1,753,411 as previously determined, resulting in the amount of $871,445.27 subject to 
tax. The tax rate on the first $100,000,000 of net worth subject to tax is 0.08%. The 
tax for the year 1946, therefore, would be $871,445.27 x 0.08%, or $697.16. 


)0,000 


)3,411 
50,000 
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Federal Tax Problems 
Arising Upon a Partner's Death 


by PAUL SIMON 


— THE IMPACT of the heavy 
tax burden imposed on corporations by 
the excess profits tax many a closely held 
corporation lately changed its organization 
from the corporate to the partnership form 
of doing business. This latter form of busi- 
ness organization will be quite popular in 
the future, particularly with returning vet- 
erans possessing more technical abilities 
than capital of their own. Thus, the part- 
nership may obtain a greater importance in 
the nation’s economic life, and more atten- 
tion may be directed to its tax problems. 


The most difficult and important part of 
any partnership agreement is that which 
deals with the case of the death of a partner. 
What shall happen to the partnership’s busi- 
ness? Shall it be liquidated? Or shall the 
surviving partner or partners have the right 
to acquire the interest of the deceased part- 
ner and to continue the business? Or shall 
a new partnership be organized in which 
the estate or certain heirs of the deceased 
partner take his place? And if so, under 
what terms and for what period, and what 
shall take place at the end of such period? 
Of course, in the first place, these problems 
are of a legal nature. However, they are 
inseparably connected with the kind of taxa- 


tion to which the estate or heirs of the 
deceased partner as well as the surviving 
partners are subject. It is the purpose of 
this article to answer some of the tax ques- 
tions arising in connection with the death 
of a partner, particularly such as are related 
to goodwill. 


Not only income tax, but also estate tax 
is affected by the provisions of the partner- 
ship contract concerning the death of a 
partner. On the basis of those provisions, 
these questions must be answered: 


(1) What income from the partnership 
must be included in the taxable income to 
be reported on the final return of the 
decedent? 


(2) What is to be considered as the 
corpus of the estate and, therefore, subject 
to estate tax, as far as the decedent’s rights 
in the partnership are concerned? 


(3) What income from the partnership, 
if any, is taxable to the estate? 


(4) What income from the partnership is 
taxable to the surviving partners, if they 
continue the partnership’s business and part 
of its profits is payable to the estate or heirs 
of the decedent for a certain period after his 
death, either on account of an agreement, 





High taxes have caused many small corpora- 
tions to convert to the partnership form of doing 
business, but this form, too, has its disadvan- 
tages, as surviving partners come to realize upon 


the death of one of the partners. 


The author is head of the tax department of 
the firm of Byrnes and Baker, New York. 
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under which the estate or heirs are members 
of a new partnership formed with the sur- 
viving partners, or on the basis of a mere 
liability of the surviving partners resulting 
from the partnership contract executed with 
the decedent? 


Decedent’s Final Return 
of Taxable Income 


There is no difficulty in determining the 
tax status of the decedent’s share of profit 
which is attributable to the period from the 
beginning of the partnership’s tax year in 
which the death occurred to and including 
the date of death. It is taxable income to 
the decedent which must be reported on his 
final return regardless of whether decedent 
was on the cash or accrual basis. Under 
Sec. 182, I. R. C., income from a partnership 
is to be included in taxable income, whether 
or not distribution is made to the partner, 
and since by the partner’s death the partner- 
ship is terminated, its last taxable period 
ended with the last taxable period of the 
decedent; hence his profit share for that 
period constitutes income of the decedent 
(Sec. 42 (a) and Sec. 188, I. R. C.; Reg. 111, 
Sec. 29.42-1 (b); James S. Darcy et al., Exrs. 
v. Com., 26 BTA 841, affd. 66 F. (2d) 581 
[3 ustc J 1152]). 


Such profit share also is part of the estate, 
because it is property of the decedent at the 
time of his death, and, therefore, is to be 
included in his gross estate, for estate tax 
purposes. As the profit from the partner- 
ship up to his death is considered realized 
at the time of his death, it becomes an asset 
of the decedent’s estate. 


Thus, the decedent’s share of profit from 
the partnership attributable to the period 
ending with his death is subject to double 
taxation, namely to both income tax and 
estate tax. It should be noted that, in spite 
of this fact, deduction of a proportionate 
part of the estate tax is not allowed on the 
decedent’s final return. Such deduction is 
provided in Sec. 126 (c) (1), I. R. C., only 
in favor of the estate or a person who re- 
ceives an amount by reason of the death of 
the decedent or by bequest, devise or inheri- 
tance, in the event that the recipient has to 
include it in taxable income, because it is 
not includible in the decedent’s income (Sec. 


126 (a), I. R. C.). 


To a limited extent relief from this dou- 
ble taxation is obtained by the allowance of 
a deduction of the decedent’s income tax 
liability resulting from his final return in 
computing net estate for estate tax purposes. 


Tax Problems Upon a Partner’s Death 


The capital interest in the partnership of 
the decedent, as it is to be valued as of the 
date of death, of course, also constitutes 
part of the gross estate and, as such is sub- 
ject to estate tax. Simple as this appears 
in principle, there are some problematic fea- 
tures as to what is and what is not to be 
taken into consideration, when such value is 
to be determined. These features will be 
discussed later. 


The question of capital gain or loss on 
the decedent’s capital interest does not arise 
in connection with his final return. First of 
all, realization of such gain or loss would 
require a sale of the interest in the partner- 
ship, made by the deceased partner and 
effective upon his death. It is not unusual 
that, under the partnership contract, in the 
case of the death of one of the partners the 
survivor or survivors are entitled to acquire 
the capital interest of the predeceased for a 
consideration either stipulated or to be 
determined by a method agreed upon in 
advance. However, even if such sale be- 
comes effective upon the death of a partner, 
gain or loss from it, if any, cannot affect 
the income reported on the final return. If the 
decedent had been on the cash basis, the 
sales price payable by the survivors would 
not have been received during the period 
covered by the final return. If he had been 
on the accrual basis, the right to the receipt 
of the sales price would accrue only by rea- 
son of the partner’s death; under Sec. 42 (a), 
I. R. C., however, any amounts accruing 
only by reason of the death are not to be 
included in the decedent’s final return. 
Thus, regardless of the decedent’s account- 
ing method, gain or loss from the sale of 
the partnership interest becoming effective 
upon the death of the partner would in no 
case be includible in taxable income on the 
decedent’s final return. If it were recog- 
nized, it would have to be reported by the 
executors for the estate. (Special Ruling of 
Internal Revenue Bureau by letter dated 
November 10, 1944, and signed by Joseph 
J. O. Connell, Jr., General Counsel, Treas- 
ury Department.’) 


Partnership Interest 
as Part of Taxable Estate 


It goes without saying that the interest of 
the deceased partner in the partnership’s as- 
sets is part of the gross estate, including his 
share in the undistributed profits which are 
allocable to the period ending with his death, 


1 This ruling was partly superseded by Treas- 
ury Decision 5459, See discussion of capital gain 
or loss from the sale of decedent’s partnership 
interest, later in this article. 
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as mentioned above. The value which deter- 
mines the amount to be included in gross 
estate is that of the date of death (or pos- 
sibly, if so elected, one year thereafter) 
(Sec. 811 (a) and (j), I. R. C.). The prob- 
lems arising from the valuation of the part- 
nership’s assets are not different from other 
valuation questions and, of course, cannot 
be a subject of this article. Consideration 
shall rather be given to the share of the 
decedent in the partnership’s goodwill. How 
does it affect the computation of the gross 
estate for estate tax purposes? 

That goodwill as such is of the nature of 
an asset is well established under account- 
ing theory as well as tax law. It can be 
includible in invested capital for computing 
excess profits credit; if acquired, it can re- 
sult in a capital gain for income tax pur- 
poses, etc. However, goodwill can exist for 
a going concern only. When a business is 
being liquidated, goodwill is totally lost. 


Thus, if by the death of a partner the 
partnership is dissolved and liquidation of 
its business is carried through, there is no 
goodwill at the date of death, a share in 
which would have to be regarded as prop- 
erty of the decedent includible in his gross 
estate. Goodwill as part of the gross estate, 
therefore, requires continuation of the part- 
nership’s business after the death which pre- 
serves its goodwill. 


In addition thereto,.the deceased partner’s 
estate must either actually receive or at 
least be in the position to receive any value 
in realization of his share in the goodwill. 
Only then may it be said that there is an 
asset at the decisive date, the value of which 
constitutes part of the gross estate. As a 
consequence, there may be no goodwill to 
be included in the gross estate of a partner, 
even though the partnership’s business is 
continued after his death. The partnership 
agreement may provide, that, upon such 
death, the surviving partners shall acquire 
the decedent’s share in the goodwill without 
consideration and only his share in the other 
assets of the business shall be paid for by 
the survivors, or—what is equivalent thereto 
—that, in valuing the capital interest to be 
paid over to the estate, no goodwill should 
be taken into account. In such case, the 
estate neither actually receives, nor has the 
legal possibility to receive, any value for 
the decedent’s share in the partnership’s good- 
will, and, hence, such share cannot consti- 
tute part. of the gross estate. (Estate of 
William Blodget, 18 BTA 1050; Matter of 
Dickey, N. Y. Law Journal, June 1, 1922. 


If, on the other hand, the decedent’s share 
in the partnership’s goodwill is sold by the 





executors together with his share in the 
other business assets, there is no doubt, 
that, in valuing the partnership interest for 
estate tax purposes, such sale and the sales 
price agreed upon must be taken into con- 
sideration, that is to say, the share in the 
goodwill must be included in the gross 
estate. The same applies if the partnership 
agreement contains the provision that the 
surviving partners, in purchasing the dece- 
dent’s capital interest, shall pay for his share 
in the goodwill either a certain amount fixed 
in advance (Re Vivanti, 122 N. Y. Supp. 954, 
138 App. Div. 281), or—what occurs more 
frequently—a sum measured by the profits 
from the partnership which the decedent 
realized during a certain number of years 
before his death. These amounts are also 
part of the gross estate. 


Continuation of the Partnership’s 
Business by the Survivors and Par- 
ticipation of the Estate in the Profits 


So far, the facts under consideration have 
not led to any intricate problems. How- 
ever, the tax treatment becomes more com- 
plex in such cases in which—either on the 
basis of the partnership contract or on ac- 
count of an agreement with the executors— 
the business of the partnership is continued 
after the death of a partner by the survivors 
and the estate shares in its profits for a 
certain period. In drafting such provision 
in the partnership contract or a _ special 
agreement, particular care and caution must 
be applied, because it has its bearing upon 
the estate tax as well as the income tax of 
both the estate and the partners who carry 
on the business. 


The basic principles for the tax treatment 
cf profit shares payable to the estate of a 
deceased partner and attributable to any 
period after his death were established by 
the decision of the U. S. Supreme Court in 
Bull v. U. S., 295 U. S. 247 [35-1 uste J 9346]. 


These principles are as follows: 


First PRINCIPLE 


(a) Where the effect of the partnership 
contract is that the deceased partner’s estate 
shall leave his interest in the business and 
the surviving partners shall «acquire it by 
payments to the estate, the transaction is a 
sale and payments made to the estate are 
for the account of the survivors, even though 
those payments consist of or are measured. 
by shares of profit. In such case, these 
profit shares are capital expenditures of the 
survivors. As a consequence, they are not 
income to the estate, but corpus, and are 
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to be included in the decedent’s gross estate. 
On the other hand, the total profits made 
by the partnership after the death of the 
deceased partner are taxable income to the 
survivors. They are not allowed to deduct 
the profit share of the estate from their 
partnership income, since such profit share 
is considered the purchase price for the de- 
cedent’s capital interest. 


The significance of this situation may be 
illustrated by the following example: One 
of three partners died on June 30. Under 
the partnership contract, his profit share, 
as if he were still living, is to be paid for 
gsoodwill to his estate for a period of 24% 
years succeeding his death. This profit 
share amounts to a total of $50,000—namely 
$10,000 for the second half of the taxable 
year in which the death occurred, and $20,000 
for each of the two succeeding years. The 
two surviving partners, who now have a 
profit share of 50% each, had also equally 
shared with the decedent the profits of the 
old partnership, i. e. received one third each. 
Thus, they retain the same amount as the 
estate receives, i. e. $10,000 and _ twice 
$20,000; hence a total of $50,000 each. In 
this case the amount of $50,000 payable 
for the decedent’s share in the firm’s good 
will, must be included in his gross estate, 
but must not be reported as taxable income 
of the estate.?, On the other hand, the sur- 
vivors are subject to income tax not only 
with the profits retained totaling $50,000 
each, but each must also include in gross 
income half of the profit share of the estate. 
This means that each has to pay income 
tax on a total of $75,000, namely on $15,000 
for the second half of the year of the death, 
and $30,000 for each of the two succeeding 
years. 

SECOND PRINCIPLE 

(b) The partnership agreement may pro- 
vide that, upon the death of one of the 
partners, the partnership is to be continued 
or a new partnership continuing the busi- 
ness is to be formed by the estate of the 
deceased partner, and the surviving partners 
and the estate are to share the profits and 
losses in the same manner as if the deceased 
partner were living. In such case, the Bull 
decision held that it was erroneous to in- 
clude in the gross estate of the deceased 
partner the value of his claim, on the date 
of death, to the future earnings, and that 
amounts paid to the estate as profits earned 
after the decedent’s death were income to 
the estate. In the opinion of the Supreme 


2 As to the question of capital gain, see dis- 
cussion later in this article. 


Tax Problems Upon a Partner’s Death 


Court, the contractual right of continuing 
the partnership by the estate cannot be 
identified with and valued at the amount of 
the income received after the death for 
estate tax purposes. On the other hand, 
the Supreme Court’s decision was based on 
the statement that, by payment of the profit 
share to the estate, the survivors had pur- 
chased nothing belonging to the decedent, 
i. e., neither his interest in the partnership 
as such nor his share in its goodwill. Thus, 
such payment was no capital expenditure. 
As a consequence thereof and in accordance 
with the taxability of the estate on its profit 
share for income tax purposes, the surviving 
partners were held to be subject to income 
tax with their profit shares only, not in- 
cluding the profit share of the estate. 


In the illustrating example used above, 
application of this opinion would mean that 
the taxable estate of the deceased partner 
would be smaller by $50,000, and that the 
estate as well as both surviving partners 
would have to report as taxable income 
from the partnership each $10,000 for the 
second half of the year of death and $20,000 
for each of the two succeeding years. 


In the Bull case, the partnership was a 
personal service concern of shipbrokers in 
which no capital was invested. Several 
other court decisions* which followed the 
principles established in the Bull case also 
dealt with personal service partnerships, 
particularly law firms. However, it would 
be wrong to assume, that the application 
of the Bull case principles is limited to per- 
sonal service partnerships. In the cases of 
such firms, it was, of course, obvious that 
no sale of a capital interest was involved, 
because there was none that could have 
been sold. 


THE Darcy CASE 


Thus, in James S. Darcy, 15 Fed. Supp. 
251 [36-2 ustc J 9319], the Court of Claims 
applied the Bull case principles, even though 
the deceased partner owned such capital 
interest. In Richard P. Hallowell, II, 39 
BTA 50 [CCH Dec. 10,551], the Board of 
Tax Appeals also held that the profit 
payments to the estate by the continued 
partnership, since they were not made in 
settlement of the deceased partner’s capital 
interest, constituted taxable income to the 
estate, and not to the surviving partners, and 
were not to be considered corpus to be included 
in gross estate for estate tax purposes. This 
case also dealt with a firm which was not 
a personal service concern, but engaged in 


3E. g., Gussie K. Barth, 35 BTA 546 [CCH 
Dec. 9590]. 
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the purchase and sale of wool, very substan- 
tial capital contributions being made by the 
partners. In the opinion, particular em- 
phasis was laid upon the statement that the 
settlement of the deceased partner’s capital 
interest was separate from the profit share 
payable to the estate, and, hence, the latter 
was not used by the surviving partners to 
purchase the decedent’s interest. Although 
the partnership had carried on an old estab- 
lished business, the partnership agreement 
explicitly provided that the estate was en- 
titled to no credit “on account of goodwill, 
trade names or books and correspondence 
of the old partnership, or its leases or con- 
tracts with employees for services.” This 
provision, the validity of which was not 
questioned, appears to have essentially con- 
tributed to the court’s opinion that the profit 
share of the estate was not paid for the 
purchase of the decedent’s share in the 
firm’s goodwill. On the other hand, the part- 
nership contract (art. 10) directed that, 
upon the termination of the continued part- 
nership in which the estate was a partner, 
the surviving partners could elect to con- 
tinue the business, and, if electing so, should 
become entitled to all partnership assets and 
should assume all liabilities, whereupon the 
interest in the partnership assets of the 
estate should be deemed a loan to the sur- 
viving partners. Specific provision was made 
for the method of determining the amount 
of that loan and its payment to the estate 
in installments. In this way, there was a 
clear and distinct separation of the settle- 
ment of the capital interest and the profit 
share. 


GUDEON AND BARTH CASES 


In Walter T. Gudeon, 32 BTA 100 [CCH 
Dec. 8886] and Gussie K. Barth, 35 BTA 
546 [CCH Dec. 9590], the Board also held 
that the case fell within the doctrine of the 
Bull decision, and I. T. 2026 (Cum. Bull., 
June 1924, page 213) and G. C. M. 7616 
(Cum. Bull., June 1930, page 219) are in 
agreement with it. The Barth decision is 
significant, in as much as it recognized the 
continuation of the partnership with the 
estate not only for a couple of months, as in 
most of the other cases, but for a period 
of three years after the death of the deceased 
partner. The partners were engaged in the 
practice of law, and had no capital invested 
in the partnership, but the question was 
whether or not the profit payments after 
the death of the senior partner constituted 
the purchase price paid by the survivors 
for the decedent’s share in the firm’s good 
will. The Board denied it, in view of art. 6 
of the partnership contract, under which the 


continuation of the partnership or the forma- 
tion of a new partnership by the surviving 
partners and the estate should in no way 
affect the ownership of capital assets then 
on hand. ~ 

As contrasted to the aforecited decisions, 
others held that the profit payments to the 
estate or heirs of a deceased partner were 
corpus of the estate to be included in gross 
estate for estate tax purposes, but did not 
constitute taxable income to the estate or 
heirs, while the surviving partners had to 
report the total income from business with- 
out deducting the profit shares of the estate 
or heirs. Thus, in City Bank Farmers Trust 
Co., 29 BTA 190 [CCH Dec. 8263 ]—a New 
York case, it was stated that the partner- 
ship was dissolved by the death of one of 
the partners and not continued, the business 
was conducted by the surviving partner 
alone and the estate could not be a partner. 
Above all, however, the determining factor 
was that under art. VII of the partnership 
contract, the payment of a certain profit 
share to the estate was provided for “as pay- 
ment for the goodwill of the deceased part- 
ner in the practice” of law in which the 
partnership was engaged. Likewise, in 
Estate of George R. Nutter, 46 BTA 35 
[CCH Dec. 12,230], the profit share paid 
under the partnership contract to the heirs 
of a deceased partner was payable in 
consideration “of the deceased member’s 
interest in the capital, the assets, the receiv- 
ables, the possibilities and the goodwill of 
the firm.” Hence, in both cases it was held, 
that the interest of the decedent in the 
partnership’s assets and/or goodwill was 
sold to the survivors for the profit share, 
and that the latter was a capital expenditure 
which did not decrease the survivors’ in- 
come, although that capital expenditure was 
measured by the business earnings after 
the death of the deceased partner. As a 
consequence, the total business income was 
taxable to the surviving partners, and, on 
the other hand, the amount of profits pay- 
able to the estate or heirs after the partner’s 
death was includible in his gross estate. 


OTHER DECISIONS 
The following decisions arrived at similar 


results: Willard C. Hill, 14 BTA 572 [CCH 
Dec. 4640], Stephen J. Hallahan, 14 BTA 
584 [CCH Dec. 4641], Arthur C. Hilmer, 
27 BTA 1165 [CCH Dec. 8003], W. Frank 
Carter, 36 BTA 60, H. Lewis Brown, 1 TC 
760 [CCH Dec. 13,059], Pope v. Commis- 
sioner, 39 F. (2d) 420 [2 ustc J 506], Benedict 
v. Price, 38 F. (2d) 309 [1930 CCH f 9045], 
G. E. Krusen, TC memo. op., 8/31/44 [CCH 
Dec. 14,114(M) ]. 
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The common basis of all these decisions 
is the statement that the earnings paid to 
the estate or heirs constituted the purchase 
price for the interest of the deceased partner 
in the partnership which remained in the 
business carried on by the surviving part- 
ners, and that the estate or heirs were not 
members of a continued or new partnership 
formed with the survivors. 


Thus, it appears that these decisions are 
fully in line with the principles established 
by the U. S. Supreme Court in the Bull 
case and only the underlying facts were 
different. 


NECESSARY PROVISIONS 


The tax situation established by this 
second group of decisions is particularly 
disadvantageous to the surviving partners, 
since they must report the total income from 
the partnership’s business without deduction 
of the profit share paid to thé estate or 
heirs. In order to avoid such tax burden 
and to secure the application of the Bull 
decision, the partnership contract or the 
agreement made by the executors with the 
survivors, whichever creates the right of 
the estate or heirs to receive profit shares after 
the death of a partner, must leave no doubt: 
(a) that their payment does not constitute 
the purchase price for the decedent’s inter- 
est in the partnership’s assets or his share 
in the firm’s goodwill, and (b) that after 
the death of the partner, the partnership is 
continued or a new partnership is formed 
by the estate or heirs and the surviving 
partners and that the membership in such 
partnership is the legal basis of the right 
to the profit shares. 

The first requirement being of a negative 
nature can be met first by the also negative 
contractual stipulation that the surviving 
partners acquire the decedent’s share in 
the firm’s goodwill without compensation. 
(Matter of Dickey, supra, Estate of William 
Blodget, supra, and Richard P. Hallowell, IT, 
supra.) In addition thereto, however, specific 
provision must be made for the manner of 
the settlement of the decedent’s interest in 
the partnership’s assets. An example of 
how that can be done was given when the 
contents of the Board’s decision in the 
Hallowell case were reported above. If in 
such way it is perfectly clear that the profit 
shares of the estate or heirs are in no way 
connected with the settlement of the capital 
interest of the deceased, and that such set- 
tlement is entirely separate from the profit 
shares, there seems to be no possibility of 
regarding the profit shares as capital ex- 
penditure incurred in acquiring any interest 
of the decedent. 


Tax Problems Upon a Partner’s Death 


The second requirement means bringing 
into existence a bona fide partnership in 
which the estate or heirs hold membership. 
‘This is warranted if the estate or heirs for 
a certain period after a partner’s death shall 
participate not only in the profits, but also 
in the losses of the partnership, if any. To 
provide that the estate or heirs shall con- 
tinue to receive the decedent’s profit share 
without participating in losses, would—at 
least—cast serious doubt upon the question 
of whether a bona fide partnership was 
created or the profit shares were given as an 
additional consideration for the acquisition 
of the decedent’s capital interest or share in 
the firm’s goodwill in a disguised form. 


As a matter of fact, in the Bull case as 
well as in the Darcy case and the Hallowell 
case, cited above, the estate was to continue 
not only to have the same profit share as 
the deceased partner would have had, if he 
had lived, but also to be responsible for the 
same share of losses. 


The U. S. Supreme Court in the Bull 
decision considered it immaterial whether 
the executors of the estate were members 
of the old partnership, formed by the de- 
ceased partner and his associates and con- 
tinued after the death of the decedent, or 
the estate became a partner in a new part- 
nership organized upon the decedent’s death. 


Which one of these alternatives takes 
place and whether or not an estate can be 
a member of a partnership is a legal ques- 
tion governed by state law which cannot 
be dealt with in this article. However, if 
there is a partnership formed by the estate 
or the heirs with the surviving partners and 
continuing the business after the death of 
the deceased partner, it must comply with 
the aforementioned requirements, if the tax 
status is to be that established in the Bull 
decision. 


Participation in the partnership’s loss, if 
any, of course, implies a risk to the estate, 
all the more as usually the executors will 
not take part in the management of the 
business. However, such risk may be limited 
by giving the executors the contractual op- 
tion of terminating the partnership prior to 
the end of the period stipulated in the con- 
tract and withdrawing the decedent’s capital 
interest upon such termination. 

Although the participation in the partner- 
ship’s loss appears to be the basic test and 
determining proof of the existence of a bona 
fide partnership, other factors may strengthen 
its recognition. For instance, if, under the 
partnership agreement, the deceased partner, 
on account of his management of the busi- 
ness, was entitled to a salary deductible 
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from profit before computing the profit 
shares of the partners, it would be proper 
to provide that after his death, the salary 
payment should be discontinued. On the 
other hand, continuation of interest on the 
decedent’s capital account would be abso- 
lutely adequate and consistent with a bona 
fide partnership. 


Capital Gain or Loss From the Sale 
of the Decedent’s Partnership Interest 


This subject has already been discussed 
above, inasmuch as it was shown that gain 
or loss from the sale of the decedent’s 
partnership interest cannot affect his final 
return. To the extent such gain is recog- 
nized, it must be reported by the estate 
or the person who by reason of the death 
of the decedent or by bequest, devise or 
inheritance acquires the right to receive the 
sales price. (Sec. 126(a)(1), I. R. C.) The 
character of the gain to be included in gross 
income is determined by reference to the 
decedent, since, under Sec. 126(a)(3) (Reg. 
111, Sec. 29.126-1 last paragraph), such gain 
shall be considered, in the hands of the 
estate or such other person as is subject 
to income tax on the gain, to have the 
character which it would have had in the 
hands of the decedent, if the decedent had 
lived and received the amount. Thus, the 
gain is a long term gain, if the period held 
from the date of acquisition by the dece- 
dent up to the time of the sale is in excess 
of six months. Furthermore, from the gross 
income of which the capital gain is a part, 
such portion of estate tax can be deducted, 
as is attributable to the inclusion of the 
gain in the gross estate. (Sec. 126(c) I. R. C.) 
In the event of a long-term capital gain, 
only the taxable amount, i. e. 50% of the 
actual gain, is the basis for computing the 
estate tax deduction allowed. (Special rul- 
ing in letter dated 4/13/45, signed George J. 
Schoenemann, Acting Commissioner. ) 

If the partnership upon the death of a 
partner is dissolved and liquidated, no 
capital gain on the decedent’s interest in 
the partnership can be realized, since there 
is no sale or exchange of such interest. 
Whereas Sec. 115(c), I. R. C., explicitly 
treats the amounts received by a stock- 
holder in liquidation of a corporation as 
payment in exchange for the stock, and, 
therefore, capital gain or loss may result to 
the stockholder from the liquidation of a 
corporation, no corresponding provision of 
the tax law exists relating to the partnership. 

If the estate, upon liquidation of the part- 
nership, collects more or less than the cost 
basis of the partnership interest in the hands 


of the decedent, this, by itself, is not conclu- 
sive of the realization of a gain or loss. 
It may be due to undistributed profits of 
the partnership the share of which the de- 
ceased partner had reported as income in 
prior years, or to losses sustained and de- 
ducted in such prior years respectively. It 
is self-evident, that those profits or losses 
cannot affect the taxable income of the 
estate, when it collects the decedent’s share 
of the liquidation proceeds. 

However, inasmuch as the partnership 
liquidation itself results in profit or loss, the 
share of the decedent is income or loss to the 
estate, that is to say, either ordinary income 
or loss or capital gain or loss, as the case may 
be. Notwithstanding the dissolution by a 
partner’s death, the partnership as a source 
of income continues, until the winding up 
of its affairs is completed. Heiner v. Mellon, 
304 U. S. 271 [38-2 ustc $9311], Philip 
Lehman et al., TC memo. op., 10/1/42 [CCH 
Dec. 12,846-A]. In particular, if during the 
period of liquidation by the sale of the part- 
nership’s fixed assets used in trade or busi- 
ness for more than six months or of capital 
assets, a gain is realized, such gain is a 
capital gain or treated as such under Sec. 
117(j), I. R. C., and the estate must report 
the decedent’s share as income. (Sec. 182(a) 
and (b), I. R. C.) It is obvious that such 
capital gain is not one realized on the part- 
nership interest of the decedent as such, 
but by the partnership in liquidation. 


To the extent that such capital gain re- 
sulting from the sale of partnership assets 
during the period of liquidation was included 
in the gross estate, that portion of estate 
tax which is attributable to the gain consti- 
tutes an allowable deduction from the fiduci- 
ary gross income. (Sec. 126(c), I. R. C., 
Reg. 111, Sec. 29.126-3.) Thus, if the gain 
is due to an appreciation in value of the 
sold assets at the time of the decedent’s 
death, which had affected the valuation of 
the partnership interest for estate tax pur- 
poses, deduction for estate tax under Sec. 
126(c) can be taken. The same applies in 
the event that unfinished business was taken 
into account in valuing the partnership in- 
terest at the time of the decedent’s death 
and, during the period of liquidation, resulted 
in taxable income of the estate. 


Inasmuch as the partnership’s assets are 
distributed in kind, the estate realizes no 
gain or loss until the executors dispose of 
the property received in liquidation. The 
basis of such property is such part of the 
basis of the partnership interest in the hands 
of the decedent as is properly allocable to 
the property. (Reg. 111, Sec. 29.113(a) (13)-2.) 
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Capital gain or loss on the decedent’s 
partnership interest as mentioned before 
requires its sale or exchange, either agreed 
upon in ‘the partnership contract by the 
decedent and the surviving partners or made 
by the executors. If the sale is made by the 
executors, the tax treatment does not in- 
volve any peculiarity. The partnership in- 
terest undoubtedly being a capital asset, gain 
or loss from its sale is a capital gain or 
capital loss which is subject to the general 
provision of Sec. 117, I. R. C. The cost 
basis is the value at the time of the partner’s 
death (Sec. 113(a)(5), I. R. C.), but it is to 
be readjusted by adding to such value any 
share in such undistributed profits as were 
previously reported as income of the decedent 
or the estate (Reg. 111, Sec. 29.113(a) (13)-2), 
in order to prevent such profit share from 
being taxed twice. Since the cost basis in 
computing capital gain is the value at the 
time of the death and this very value is 
used for estate tax purposes, it seems hardly 
possible that any part of such gain has 
been included in gross estate. Hence, Sec. 
126(c), I. R. C., relating to the deduction 
for estate tax attributable to income included 
in the gross estate, will not be applicable 
to capital gains from the sale of a partner’s 
interest by the executors. 


SPECIAL RULING 


A special ruling concerns gains from the 
sale of the decedent’s partnership interest, 
if the sale was made, by the partnership 
agreement, to the surviving partners to take 
effect upon the deceased partner’s death. 
This special ruling was established by Treas- 
ury Decision 5459 which amended Reg. 111, 
Sec. 29.126-1. In his articles “Stock Pur- 
chase Agreements and Federal Income 
Taxes” (June 1945 issue of Taxes—The 
Tax Magazine, page 522) and “Partnership 
Interest Purchase Agreements” (Sept. 1945 
issue, page 800), Samuel J. Foosaner elabo- 
rately pointed out the significance of this 
ruling and the problems and questions aris- 
ing from it. Referring to those articles, this 
article limits itself to the following com- 
ments which may supplement Mr. Foosaner’s 
thoughts. 


Where a binding agreement of the dece- 
dent with his partners was entered into 
by which upon his death his partnership 
interest passed to the surviving partners in 
exchange for a certain consideration, no 
gain from such sale is recognized under 
T. D. 5459, except to the extent that such 
gain is attributable to the earnings of the 
partnership accrued only by reason of the 
deceased partner’s death. As the example 


Tax Problems Upon a Partner’s Death 


given in Reg. 111, Sec. 29.126-1 shows, only 
that gain is to be reported as income of 
the estate (or any other person who is tax- 
able in the place of the estate under Sec. 
126(a)(1)(B) and (C)) which results from 
the partnership’s business unfinished at the 
time of the partner’s death. However, such 
gain as is attributable to the appreciation 
in value of the partnership’s “tangible” 
assets at the date of the death shall not be 
taxable. This means, in particular, that no 
capital gain shall be recognized in such case. 


SUMMARY 


Thus, there is a striking difference as to 
the recognition of capital gain between the 
various situations arising from the death 
of a partner: 

(a) If the partnership upon the death of 
a partner is being liquidated, capital gain 
from the sale of the partnership’s assets is 
to be recognized and the decedent’s share 
must be reported by the estate. 


(b) If the executors dispose of the de- 
ceased partner’s interest, again capital gain 
must be included in the fiduciary income, 
but such gain is to be computed on the basis 
of the value at the time of the death. 


(c) In the event that a binding partners’ 
buy-sell agreement made the transfer of the 
decedent’s interest to the surviving partners 
effective upon the death of the partner, no 
capital gain results from such transfer. 


A fourth alternative may be added to this 
summary, as mentioned in Reg. 111, Sec. 
29.126-1, namely: 

(d) Gain from a sale of the partnership 
interest by the decedent consummated dur- 
ing his lifetime is taxable under the general 
provisions governing capital gains, even 
though the sales price is payable to the 
estate after his death. 


It may be ‘asked whether this variety in- 
dicates inconsistency or a well balanced dis- 
tinction between different facts which justify 
a different treatment under the tax law. 


The determining fact—or underlying the 
distinction made by the law—appears to be 
the date when the sale of the partnership 
interest is consummated.* If that date occurs 
before the death of the partner, it is only 
accidental that the payment of, the sales 
price is made after the death to the estate. 
Hence, there is no reason for exempting a 
capital gain from the general ruling of tax- 
ability. If, however, a buy-sell agreement 

4This has been implicitly recognized by the 
special ruling in the letter dated August 23, 


1945, and signed by Norman D. Cann, Deputy 
Commissioner. 
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is executed to take effect upon the partner’s 
death, the consummation of such sale coin- 
cides with the death itself. The death is the 
very moment when, under Sec. 113(a)(5), 
I. R. C., the basis for computing capital gain 
or loss changes from cost to the value at 
the time of the death. This value is nor- 
mally reflected by the sales price to be paid 
for the partner’s interest. Thus, any appre- 
ciation in value of the partnership’s assets 
at the time of the death equally affects the 
basis and the sales price. In consequence 
thereof, there can be neither gain nor loss 
from such sale. 


If this foundation of Treasury Decision 
5459 is kept in mind, the question raised 
by Mr. Foosaner in his second article, 
whether or not capital gain from the sale 
of goodwill in the case of the buy-sell agree- 
ment under consideration is also exempt 
from the capital gain taxation, must be an- 
swered in the affirmative. The value of the 
decedent’s share in the firm’s goodwill at 
the time of his death is determined by the 
consideration to be received by the estate 
and this value equally constitutes the basis 
for computing gain or loss. Hence, its sale, 
effective upon the partner’s death, can also 
not result in capital gain or loss. Goodwill 
being a partnership asset like tangible 


property must be subject to the same treat- 
ment under the tax law as tangible assets. 


It is true that the example given in 
Reg. 111, Sec. 29.126-1, puts in juxtaposition 
the income from unfinished partnership 
business transactions which is taxable, and 
the payments to the estate attributable to the 
decedent’s share in “tangible” assets of the 
partnership which shall not result in taxable 
gain. However, since this juxtaposition is 
contained in the example only, it does not 
mean that, inasmuch as the payments re- 
ceived by the estate are attributable to the 
decedent’s share in intangible assets of 
the partnership, a different ruling applies. The 


* 


5 The point that the consummation of the 
buy-sell agreement effective upon the death of 
the seller coincides with the change of the basis 
for computing gain from cost to the value at the 
time of the death must also lead to the con- 
clusion, correctly drawn by Mr. Foosaner on 
page 802 of the September issue of TAxEs, that 
the same ruling as established for the partner- 
ship interest should apply to the sale of cor- 
porate stock effective upon seller’s death. 

After this article was completed, the Bureau, 
by special ruling in the letter dated August 23, 
1945, and signed by Norman D. Cann, Deputy 


ruling, is rather, that only those payments 
by the surviving partners constitute taxable 
income to the estate which “are attributable 
to the earnings of the partnership accrued 
only by reason of the (partner’s) death’, 
i. e. to the income from unfinished business. 
This leaves the amount paid on account of 
the decedent’s share in the partnership’s 
goodwill in the tax exempt category.® 


The sale of the decedent’s partnership 
interest, if made by the executors, is con- 
summated after the partner’s death. If the 
sales price is more or less than the basis, 
i. e. the value at the time of the death, there 
is no reason why gain or loss should not 
be recognized. 


In the case of liquidation caused by the 
partner’s death, the partnership as a quasi- 
separate taxable entity is considered con- 
tinuing during the period of liquidation, as 
if the partner’s death had not occurred. 
Heiner v. Mellon (supra). Sales of partner- 
ship assets fall within the scope of partner- 
ship transactions. They are consummated 
after the partner’s death and their basis is 
that in the hands of the partnership. Neither 
consummation nor basis is connected with 
or affected by the partner’s death. Hence, 
here also the recognition of gain or loss 
must follow the general principles and pro- 
visions. The only peculiarity in this connec- 
tion is the deduction allowed for estate tax 
under Sec. 126(c), I. R. C., as shown above. 
This deduction, to some extent, lessens the 
tax disadvantage sustained in this case in 
comparison with the other situations in 
which capital gain is recognized either not 
at all, or only on the basis of the value 
at the time of the death. 


In this way the differences in the recog- 
nition of gain or loss stated above are fully 
and satisfactorily explained. They are con- 
sistent and well in accord with the basic 
features of the law. 

[The End] 


* 





Commissioner, accepted the foregoing conclu- 
sion, as far as stock in a closely held corporation 
is concerned. However, this limitation seems to 
be unjustified. What is correct for stock in a 
closely held corporation, must apply to every 
kind of stock, and even to every kind of other 
property the sale of which is effective upon the 
death of the seller, For, in all cases in which 
the consummation of a sale coincides with the 
seller’s death, the basis of the sold property is 
determined under Sec. 113 (a) (5), I. R. C., i. e., 
by the value at the time of the death, and this 
value equals the sales price. 
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REAL-ESTATE TAX PROBLEMS 


By HARRY B. SUTTER 
Member of the Illinois Bar 


HE IMPACT of the Federal income tax 

has become so all-inclusive and so far 
reaching that numerous details in our daily 
lives have their repercussions in our income 
tax returns. Today there is hardly a com- 
mercial or business transaction which does 
not have its income tax implications. The 
real estate business is no exception. The 
present high level of the income tax rate and 
the probability that high rates will continue 
in effect even if some relief is granted serve 
to emphasize the importance of this subject. 


No doubt, most readers are already famil- 
iar with the sections of the Internal Reve- 
nue Code dealing with the treatment of 
gains and losses for tax purposes. How- 
ever, since these sections are basic in any 
discussion of the topic before us, I should 
like to review them briefly. 


Gains and Losses 


Section 111 prescribes the method in 
which gains or losses from the sale or other 
disposition of property shall be computed. 
Generally, this section provides that the 
gains shall be the excess of the amount 
realized, in money or property, from such 
sale or other disposition over the adjusted 
basis thereof provided in Section 113. This 
basis, as we will see, is ordinarily the cost 
of the property to the seller. Section 111 
provides that the loss realized from the sale 
or other disposition of property shall be the 
excess of such basis over the amount realized. 


Section 112 has to do with recognition of 
gain or loss. It provides that, with certain 
important exceptions, all gains or losses 
realized on the sale or other disposition of 
property shall be recognized. The excep- 





tions relate principally to transactions de- 
scribed as exchanges solely or partially in 
kind. Most of these exceptions relate to 
corporate recapitalizations, reorganizations 
and liquidations and are without the scope 
of this discussion. It might briefly be 
mentioned, however, that under 112 (b) (1) 
no gain or loss is recognized when property 
held for productive use in trade or business 
or for investment (not including property 
held primarily for sale or securities) is ex- 
changed solely for property to be held for 
the same purpose. Thus, if a building used 
as a factory is exchanged for another build- 
ing to be used for the same purpose, no 
gain or loss is recognized. The basis for 
the building given is substituted for that 
of the building received, and in the event 
of a subsequent sale, the taxpayer is in the 
same position, taxwise, as if the exchange 
never took place. Section 112 (b) (1) would 
not apply if a building occupied by the 
owner as a residence were exchanged for 
a factory. The residence is not held for pro- 
ductive use in a trade or business or for 
investment. Where the exchange is for 
property of like kind plus cash or other 
property, Section 112 (c) contains a formula 
for determining the extent to which the 
resulting gain or loss is recognized. For 
example, if one were to exchange a factory 
used in a trade or business for another fac- 
tory to be so used, plus $10,000, the gain 
would be recognized but in no amount 
greater than the amount of the cash, and 
if the gain were less than the cash, then it 
would be the lesser amount that would be 
taxed. It may also be noted that under 
Section 112 (b) (5) no gain or loss is real- 
ized when property is transferred to a cor- 
poration solely in exchange for stock or 





This article is based on an address delivered at a meeting of the Chicago Bar Asso- 
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securities of such corporation and imme- 
diately after the exchange the transferor is 
in control of the corporation. 


Basis and Adjusted Basis 


As previously noted, in a situation where 
a recognizable gain or loss has occurred, 
the difference between the sale price of 
the property and the adjusted basis of 
the property is the gain or loss on the 
transaction for income tax purposes. Sec- 
tion 113 of the Code tells us how to arrive 
at this adjusted basis. In the usual case 
where property was acquired by purchase, 
the purchaser’s basis for that property is 
the cost to him. This rule obviously can- 
not apply in the case of a gift, since the cost 
of such property to the donee is zero. The 
basis of such property is the same as it 
was in the hands of the donor or the last 
preceding owner by whom it was not ac- 
quired by gift, except that for the purpose 
of determining a loss, the donee is required 
to use the fair market value at the date of 
the gift as his basis if such value is less 
than the donor’s basis. The purpose of this 
last provision is obvious, which is to say, 
to prevent one person who holds property 
on which he can take a loss without any 
gains against which to offset it, from trans- 
ferring the same by gift to another party 
with substantial capital gains. The basis of 
property transmitted at death by bequest, 
devise or inheritance is the fair market value 
at the date of death, or one year after death 
if the latter date is used for Federal estate 
tax purposes. (Section 113 (a) (5).) Where 
property is transferred to a corporation for 
stock and the transferor immediately there- 
after is in control of the corporation so that 
the transaction is tax-free under Section 
112 (b) (5), the basis of such property in 
the hands of the corporation is the same as 
it was in the hands of the transferor. (Sec- 
tion 113 (a) (8).) The basis for computing 
gain on property acquired before March 1, 
1913, which was the effective date of the 
16th amendment to the constitution, is its 
cost or fair market value on that date, 
whichever is higher. The basis for comput- 
ing loss on such property is its cost. (Sec- 
tion 113 (a) (14).) Many times we forget 
that depreciation realized between the date 
of acquisition and March 1, 1913, is not 
available for loss purposes. 


3efore the basis of property may be used 
to determine the amount of gain or loss, 
it must be adjusted to reflect changes since 
the date of acquisition in accordance with 
Section 113 (b). Thus, any expenditures 
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made since the date of acquisition for physi- 
cal additions to the property, for improve- 
ments of a permanent nature or for other 
items properly chargeable to the capital 
account should be added to the basis of 
the property. Brokers’ commissions, law- 
yers’ fees, recording fees and other expenses 
of acquiring real property are generally cap- 
italized in this manner. Real estate taxes 
which became liens prior to a sale but which 
are paid thereafter by the purchaser when 
due are similarly considered additional pur- 
chase price and are added to the basis of 
the property. Taxpayers may elect to treat 
taxes or other carrying charges, such as 
interest, as items chargeable to the capital 
account. (Sec. 24 (a) (7).) This may be 
done only as to certain types of charges, 
such as are incurred in the ownership of 
unimproved real estate and real estate dur- 
ing the period of the construction of im- 
provements thereon and in a certain manner 
specified in the Regulations. (Sec. 29.24-5.) 
It is easily realized why this is necessary. 
Real estate frequently, particularly in cor- 
porate ownership, is the only asset of the 
corporation. If the corporation is required 
to deduct annually the taxes, interest and 
other charges with respect to the property, 
while it is unimproved, such deductions will 
be meaningless because there is no income. 
Consequently, Congress has said in those 
special circumstances, if the taxpayer so 
elects, in a manner specified by the Treas- 
ury Regulations, such charges may be added 
to and become a part of the cost of the 
property, and that includes the period re- 
quired for the construction of improvements. 
Similarly, the cost or other applicable basis 
of property which is subject to depreciation, 
obsolescence or depletion must be corre- 
spondingly reduced. Residential and simi- 
lar property is not depreciable for income 
tax purposes. 


Capital Limitations 


We have thus seen that the gain or loss 
realized by a taxpayer on the sale or other 
disposition of property is the difference be- 
tween the amount realized by the taxpayer 
and the basis of such property in the hands 
of the taxpayer adjusted to reflect capital 
changes since the date of acquisition, and 
depreciation allowed or allowable. That is 
important, because you do not protect the 
basis of your property by failing to claim 
depreciation. If it was either allowed or un- 
der the statute was allowable, then your 
basis is reduced in case of the sale of the 
property, whether you in fact claimed the 
deduction or not. We are now ready to 
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proceed to the vitally important subject of 
capital gains and losses which are covered 
generally by Section 117 of the Code. The 
treatment of capital gains and losses for 
income tax purposes has changed a number 
of times since the first Act of 1913. Asa 
matter of fact, there was no such provision 
until 1921, and all gains and losses on capi- 
tal assets were treated as other items of 
income or deduction. 


Suffice it to say that in recent years the 
various Acts have softened the impact of 
the tax on long-term capital gains by plac- 
ing limits on the amount of such gains which 
are subject to tax and on the rate of tax 
applicable to the amount recognized as tax- 
able. On the other hand, limitations of a 
type which we will notice later have greatly 
lessened the usefulness to the taxpayer of 
capital losses as compared with ordinary 
losses. Perhaps no point in the field of 
income tax law has been more often liti- 
gated than that of whether a transaction has 
resulted in a capital gain or loss, on the 
one hand, or an ordinary gain or loss on 
the other. In the typical case you will find 
the taxpayer attempting to‘limit his tax 
liability by establishing that a given gain 
is capital in nature, while the government 
will be pressing the contention that the gain 
is an ordinary one and taxable in full. Simi- 
larly, where a loss is involved, the taxpayer 
will claim that it is an ordinary loss and 
so deductible in full, whereas the govern- 
tnent will argue that the loss is subject to 
capital loss limitations. 


Section 117 of the Code, as amended by 
the Revenue Act of 1942, distinguishes be- 
tween capital gains or losses on property 
held more than six months and capital gains 
and losses on property held for six months 
or less. The former are called “long-term” 
capital gains and losses, the latter, “short- 
term” capital gains and losses. In the case 
of individuals, only 50% of long-term capi- 
tal gains and losses are given effect, where- 
as short-term capital gains and losses are 
recognized in full. By permitting taxpayers 
to use the so-called alternative taxes, Con- 
gress has limited the effective tax rate on 
the excess of net long-term capital gains 
over net short-term capital losses to 25%. 
More technically, that is fifty per cent of 
fifty per cent. This limitation applies to 
both corporations and individuals. 

In the case of corporations, capital losses 
are deductible from net income in any tax- 
able year only to the extent of capital gains 
realized during the same year. An individ- 
ual may deduct capital losses to the extent 
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of his capital gains during the year plus 
$1,000. However, the capital loss carry-over 
provision in Section 117 (e) permits a tax- 
payer to carry over unused capital losses to 
apply against capital gains in the five suc- 
ceeding taxable years. An individual may 
apply up to $1,000 of this amount in each 
such year against ordinary income. A cor- 
poration gets the benefit of the loss carry- 
over but does not get the $1,000 annual 
deduction. 


Section 117 (h) describes the method of 
determinin ie period for which property 
has been | for the purpose of distin- 
guishing b@™®een long and_= short-term 
losses. In the case of acquisition by pur- 
chase, the period is computed from the day 
of purchase, excluding that day and in- 
cluding the date of sale. In the case of 
property acquired by gift, the period runs 
from the date on which the donor acquired 
the property. Similarly, in all tax-free ex- 
changes, the holding period of the trans- 
feree dates from the holding period of the 
transferor. The period in the case of inher- 
ited property runs from the date of the 
decedent’s death, and this is not affected 
by the option to have the property valued 
as of one year after death for estate tax 
purposes. 


Capital Assets 


It is important to note that all gains and 
losses realized on the disposition of prop- 
erty are not capital gains or losses. This 
is the case only if the property in question 
is a “capital asset,” as defined in Section 
117 (a) (1) and only if such capital asset 
is disposed of in a sale or exchange. 


A “capital asset’ is defined as any prop- 
erty of the taxpayer—you will note that the 
definition is not by inclusion, but by ex- 
ception. It includes all property of the tax- 
payer except: 


(1) Stock in trade or other property 
properly included in inventory; 


(2) Property held primarily for sale to 
customers in the taxpayer’s trade or business; 


(3) Property used in the trade or busi- 
ness that is subject to depreciation; 


(4) Land used in the trade or business; 


(5) Certain short-term government bonds 
sold at a discount and without interest, such 
as War Savings Bonds. Obviously, the 
realized discount at the maturity of the 
bonds is interest, and hence is eliminated 
from capital assets for purposes of a capital 
gain. 
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I should first like to discuss the exception 
which removes from the definition of capital 
assets property held primarily for sale to 
customers in the taxpayer’s trade or busi- 
ness. Obviously excluded from the defini- 
tion of capital gains and losses are those of 
a real estate dealer who makes a business 
of subdividing tracts of land for sale in lots. 
His gains and losses are taxable or de- 
ductible in full, On the other hand, when 
a widow inherits a single building and sells 
it as part of the liquidation of her deceased 
husband’s estate, the resulting gain or loss 
is just as clearly subject to jtal-gain or 
loss limitations. Between se two ex- 
tremes there is a twilight zone, and hardly 
a month goes by without bringing forth one 
or more decisions falling within it. In de- 
termining whether property is held for sale 
in a trade or business the courts will give 
some weight to, but do not consider deter- 
minative, the purpose for which the property 
was acquired. In Ehrman v. Commissioner, 
120 F. (2d) 607, (C. C. A.—9th) 1941, the 
taxpayers acquired as heirs a large tract of 
land near Los Angeles. They were advised 
that the land could be disposed of to better 
advantage if subdivided and sold in lots. 
The land was subdivided and the lots were 
offered for sale through a professional real 
estate agent. One hundred twenty lots were 
sold during 1934, the taxable year in ques- 
tion. The court rejected the taxpayer’s 
theory that property held for liquidation 
cannot be said to be sold in a trade or busi- 
ness, and also the contention that the tax- 
payers were not in the business of selling 
real estate because they acted through a pro- 
fessional real estate agent. It was held that 
the frequency and continuity of the sales 
were such that a trade or business was in- 
volved, and the taxpayers’ profits. were tax- 
able as ordinary and not capital gains. A 
similar case involving a widow who sub- 
divided and sold 500 acres of land received 
from her husband’s estate is Myra C. Brown, 
CCH Dec. 13,463(M) (T. C. Memo. 1943). 


In 1939 the Treasury ruled that banks, 
mortgage finance companies and building 
and loan associations which made a practice 
of offering for sale parcels of real estate 
which they had been compelled to acquire 
by foreclosure would be held to be offering 
the same for sale in the ordinary course of 
a trade or business so that gains and losses 
on sales of such property would be or- 
dinary gains and losses, G. C. M. 21497, 
C. B. 1939-2 page 187. A similar ruling was 
made with respect to insurance companies, 
I. T. 3336, C. B. 1939-2 page 189. However, 
in Kanawha Valley Bank, 4 T. C. 252 (1944), 


where a bank had sold only three such par- 
cels during the two taxable years in question 
and where it was shown that the law of its 
State of incorporation would not permit it 
to do a real estate business, it was held that 
such sales resulted in capital gains. 


Most national bank charters and the law 
of the United States forbid banks to own 
real estate excepting for banking house uses. 
The result is that when they take property 
as collateral to loans or on foreclosure, they 
are compelled to dispose of the property as 
soon as reasonably may be in diminution 
of loss. The Kanawha Valley Bank case 
lends comfort to the theory that such banks 
are not engaged in the trade or business of 
selling real estate. While the court recog- 
nized in that case that they were compelled 
to sell their real estate and hence were 
holding it for sale, they had no customers 
and hence were not holding it for sale to 
customers in the ordinary course of busi- 
ness. A contra-holding appears in the 
Thompson Lumber Co. case, 43 B. T. A. 726, 
decided in 1941. In that case, the taxpayer 
was engaged in the business of operating 
retail lumber yards. Over a period of years, 
in order to minimize loss on various ac- 
counts, the taxpayer had taken over certain 
parcels of real estate. It sold eight during 
one taxable year in question and two during 
the other. Losses sustained were held 
capital losses on the ground that the tax- 
payer was in the lumber, not the real estate, 
business. I think many will agree with me 
that there should be some question as to 
the soundness of that result. 


It should not be thought that because a 
taxpayer’s principal occupation is that of 
lawyer, banker, druggist, housewife or some- 
thing else entirely divorced from real estate, 
he will not be held to be in the real estate 
business as well, if the court finds that 
the facts warrant such a conclusion. In 
Oliver v. Commissioner, 138 F. (2d) 910, 
(C. C. A—4th, 1943), a farmer who sub- 
divided a portion of his farm for sale. was 
held to be in the real estate business. A 
similar result was reached in W. W. Foster, 
CCH Dec. 13,425(M) (T. C. Memo. 1943) 
as to a meat packing executive who sub- 
divided his family homestead for sale in 
lots. 


It has been held that a corporation en- 
gaged in the business of owning and oper- 
ating real estate does not enter the business 
of dealing in real estate by making an isolated 
sale of one building, and that the loss from 
such sale is a capital loss, subject to the 
limitations. That is the case of 512 West 
56th Street Corp., CCH Dec. 14,335(M) (T. 
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C. Memo. 1945). It has also been held that 
a real estate broker who was engaged in 
the sale of real estate for the account of 
others realized a capital loss in connection 
with an isolated sale of certain land on his 
own account. Irving Fieliman, CCH Dec. 
12,918-C (B. T. A. Memo. 1942). It is the 


continuity and repeated transactions that 
weigh most. 


Many other cases could be cited on this 
point. I believe, however, that those men- 
tioned give an idea of the type of problems 
which arise in such cases. 


Depreciable Property 


As previously stated, business properties, 
like machinery, buildings and equipment, 
which are subject to a deduction for de- 
preciation, are not capital assets. Previous 
to the Revenue Act of 1942, gains and losses 
on the sale of such properties were recog- 
nized in full. The land on which such 
properties stood was considered a capital 
asset and difficult apportionment problems 
arose. In order to relieve business of the 
undue hardships resulting from the taxation 
in full of gains from sales of such prop- 
erties, Section 117(j) was added by the 
1942 Act. For purposes of uniformity, land 
used in business was excluded from the 
definition of capital assets and also is 
covered by Section 117 (j). The term “prop- 
erty used in the trade or business,” as used 
in this section, includes depreciable business 
property and business real estate held for 
more than six months. However, inven- 
tories and properties held primarily for sale 
in the ordinary course of business, to cus- 
tomers, are excluded, such as the “stock in 
trade” of a real estate dealer. Section 117(j) 
has the effect of applying the percentage 
limitations and the 25 per cent tax rate ceil- 
ing to net gains from the sale of these prop- 
erties and, at the same time, permitting 
losses from such sales to be deducted in full. 
That is the one place where the taxpayer 
can play, “Heads I win, tails you lose.” 


Trade or Business 


In view of the fact that all operations of 
a corporation are usually considered busi- 
ness transactions, all depreciable property 
and all real estate held by corporations are 
ordinarily deemed to be property used in 
the trade or business even though it may not 
be occupied by the taxpayer and may be 
held for rental or investment. 


With respect to individuals, the rule is 
not quite so inclusive, although for many 
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years previous to the 1942 Act the govern- 
ment took an extremely broad view of the 
concept, “property used in trade or busi- 
ness,’ and held that all property held by 
individuals for rental, including houses, 
apartment or office buildings, and stores, 
was property held for use in a trade or busi- 
ness so as to be subject to depreciation 
under Section 23(1). The thought was that 
depreciation should be allowed as a deduc- 
tion in cases where property was income- 
producing. From the taxpayer’s point of 
view, however, this policy was something 
of a two-edged sword. Since, if his prop- 
erty was defibpciable and used in a trade or 
business, it was not a capital asset within 
Section 117(a) (1), all gains on the sale 
thereof were taxable in full as ordinary in- 
come. To correct this hardship, Section 
117(j) was added to the Code in 1942. As 
noted, this section permits losses on such 
property to be deducted in full but subjects 
gains to capital gain limitations. 


In view of the past history of this sub- 
ject, it is somewhat startling to find that the 
Commissioner appears to have served notice 
that he will now reverse his long-standing 
policy and take the position that rental prop- 
erties are not held in a trade or business. 
Note the wording of the following excerpt 
from the Regulations under Section 117(j) 
(Reg. 111, Sec. 29.117-1): 


“Property held for the production of in- 
come, but not used in a trade or business 
of the taxpayer, is not excluded from the 
term ‘capital assets’ even though deprecia- 
tion may have been allowed with respect to 
such property under Section 23(1) prior to 
its amendment by the Revenue Act of 1942.” 


At first blush this seems to state a con- 
tradiction in terms, since previous to the 
1942 Act no property was depreciable under 
Section 23(1) unless it was used in a trade 
or business. This logical difficulty does not 
seem to have deterred the Commissioner, 
however. Ironically enough, it seems prob- 
able that the Commissioner’s principal diffi- 
culty in establishing that rental properties 
are capital assets will be the damaging ef- 
fect of certain decisions won by the Com- 
missioner under prior acts, when he was 
zealously trying to establish that rental 
properties were used in trade or business. 
I refer particularly to the case of Fackler v. 
Commissioner, 133 F. (2d) 509, (C. C. A. 
—6th, 1943). In that case the taxpayer was 
a lawyer. In 1933 he acquired the lessee’s 
interest in a 99-year lease, renewable for- 
ever, of a Cleveland office building. The 
building contained stores and offices which 
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were rented to various tenants. In 1938 the 
taxpayer sold the leasehold, realizing a sub- 
stantial profit. The government taxed that 
as ordinary income. In stating the facts, 
the court said, page 510: 


“Petitioner is a busy and successful law- 
yer and devotes all of his time to the prac- 
tice of his profession. According to the 
findings of the Board, petitioner visited the 
leasehold premises once or twice each 
month, which consumed one or two hours 
of his time.” 


Notwithstanding the extreme facts in this 
case, the Commissioner cont@@ded and the 
court held that the taxpayer was engaged 
in a business of managing and operating the 
leasehold interest; that it was depreciable 
under Section 23(1), and that it was, there- 
fore, not a capital asset and the gain was 
taxable in full without the benefit of capital 
gain limitations. Of course that problem 
would not arise under the new Section ex- 
cepting as one tried to take the deduction for 
loss under 117(j). 


In a Tax Court decision handed down 
last January 31st, John McNeil Burns, CCH 
Dec. 14375(M), it was held that a lawyer 
who sold one of 13 rental properties held by 
him was engaged in a business and that the 
gain was taxable in full. This case was de- 
cided under the 1938 Act, and the court fol- 
lowed the Fackler decision. 


In I. T. 3711, 1945-3-11950, the Commis- 
sioner ruled that a woman who was a 
daughter of a former real estate dealer and 
who operated 18 parcels of income-produc- 
ing real estate through an agent was en- 
gaged in a trade or business, and that gains 
and losses from the sale of such properties 
were governed by Section 117(j). 


Some day soon the case will arise when 
a taxpayer spending substantially all of his 
time in his law practice or some other pro- 
fession or business having no relation to 
real estate, will sell at a loss a parcel of 
income-producing property, which is either 
the only such parcel or one of a very few 
such parcels owned by him. He will claim 
the entire loss under Section 117(j). The 
Commissioner will seek to apply capital loss 
limitations. Perhaps he will be successful, 
but the ghost of the Fackler case will come 
back to haunt him in his attempt and may 
defeat him in it. 


Taxpayer’s Residence 


Real property used for a taxpayer’s per- 
sonal purposes, such as for his private 
dwelling, is a capital asset. Gains resulting 





from the sale of such property are subject 
to the usual capital gain limitations. Losses 
sustained on the sale of such property, how- 
ever, are not deductible to any extent, since 
Section 23(e) of the Code permits losses 
on sales or exchanges to be deducted by in- 
dividuals only when incurred in a trade or 
business or in a transaction entered into for 
profit, and the courts have held that the 
ownership of a home is not entered into for 
profit. 


Special attention must be given to resi- 
dential property which the owner has rented 
to someone else. Such property, when rented, 
becomes property “held for the production 
of income,” and the owner may start de- 
ducting depreciation even though he is not 
renting the residence as part of a business of 
renting houses. However, if such renting 
is not part of a trade or business, the resi- 
dence would remain a capital asset. Loss 
on the sale of a-residence so rented is de- 
ductible subject to the usual capital loss 
limitations. However, if such rental took 
place as part of the taxpayer’s trade or busi- 
ness, the loss would be deductible in full 
under Section 117(j). When a taxpayer 
moves out of his home and rents it to some- 
one else, a conversion of the property to an 
investment purpose occurs. The basis for 
depreciation and for determining gain or 
loss on a subsequent sale is the fair market 
value of the property on the date of con- 
version. You will see that while deprecia- 
tion is not allowed on a personal residence, 
you are in fact charged with the deprecia- 
tion at the time of the conversion to a busi- 
ness purpose, by virtue of being confined to 
the fair market value at the date of such 
conversion, which normally would reflect 
the exhaustion, wear and tear of the struc- 
ture. The period held, however, dates from 
the original acquisition. 


Abandonment 


As has been suggested, a gain or loss is 
a capital gain or loss only if the transaction 
in which it occurs is a “sale or exchange.” 
Thus, it has been held that a loss occurring 
when property is abandoned is not a capital 
loss since no sale or exchange is involved, 
and such loss is therefore deductible in full. 


This principle often becomes important in 
situations where an owner’s equity in real 
estate subject to tax or mortgage liens has 
become worthless. A foreclosure of a mort- 
gage or tax lien is held to be a sale or ex- 
change, even though involuntary, so that if 
the mortgagor waits for foreclosure, his loss 
will be subject to capital loss limitations. 
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Helvering v. Hammel, 311 U. S. 504 (1940). 
This will also be the case if he makes a 
voluntary conveyance to the mortgagee or 
to some other person for a nominal con- 
sideration. If, however, he can abandon 
the property, his loss will be deductible in 
full under Section 23(e), assuming, of course, 
it is held for use in a trade or business or 
for profit. Thus, in Denman v. Brumback, 
58 F. (2d) 128, (C. C. A.—6th, 1932), a spe- 
cial tax assessment levied in 1922 exceeded the 
value of the taxpayer’s real estate subject 
to the levy. In the same year the taxpayer 
refused to pay further taxes on the property, 
exercising no further dominion over it, and 
wrote it off on his books as worthless. The 
court held that the taxpayer could take an 
ordinary loss in 1922, even though title con- 
tinued in his name until the tax sale several 
years later, and that this was not a sale or 
exchange. + 


I do not wish to create the impression 
that abandonment may be resorted to as a 
matter of course. Under the decisions the 
taxpayer must prove (1) that his equity in 
the property became worthless, (2) that he 
effectively abandoned the property and (3) 
that the abandonment and the extinguish- 
ment of value occurred in the same year. 
These difficulties of proof are often insur- 
mountable. In a recent case in this Circuit, 
Commissioner v. McCarthy, 129 F. (2d) & 
(C. C. A—7th, 1942) the taxpayer released 
his interest in mortgaged property to his 
co-owner on the ground that his equity had 
become worthless. Without passing on the 
sufficiency of the act of abandonment, the 
court held that no loss was deductible in 
that year, since the proof did not establish 
that it was in that year that the taxpayer’s 
equity ceased to have value. It has also been 
held in one Circuit that a taxpayer who is 
personally liable on a mortgage can never 
take a loss by abandonment previous to 
foreclosure, on the ground that the property 
continues to have value to him up to the 
time of the foreclosure sale, since the sale 
price fixes his liability for the deficiency 
judgment. Commissioner v. Green, 126 F. 
(2d) 70, (C. C. A.—3rd, 1941). 


Involuntary Conversion 


Another type of situation where a sale 
or exchange question may arise is that of 
an involuntary conversion which occurs 
when the taxpayer’s property is stolen, de- 
stroyed by fire or storm, or condemned by 
governmental authority. If property is con- 
demned, it is held that a sale has occurred. 
No sale or exchange occurs, however, where 
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property is destroyed by fire, storm, or other 
casualty, and such losses are deductible in 
full without reference to capital loss limita- 
tions. Such losses are deductible even 
though residential property is involved. Sec- 
tion 23(e)(3). Where property used in the 
trade or business is involved, the provisions 
of Section 117(j) are applicable. If such 
property is covered by insurance or if a 
condemnation award is received and the 
proceeds are reinvested in like property used 
to replace the property sold, the gain, if any, 
is not taxed, but the loss, if any, is recognized. 


Disguised sfiecs 

There are numerous cases involving sit- 
uations in which taxpayers, with the hope 
of achieving desirable tax results, have at- 
tempted to disguise sales as leases or mort- 
gages, or vice versa. Most such tax evasion 
devices are doomed to failure. In the case 
of Irving Fisher, 30 B. T. A. 433 (1934) 
(petn. for review dism’d., 84 F. (2d) 966, 
C. C. A.—2nd), the court held that a tax- 
payer could not take a loss on the sale of 
certain property, where the contract of sale 
contained an option to repurchase, on the 
ground that the transaction was, in sub- 
stance, a loan. In another situation, a cor- 
poration wishing to dispose of its plant 
found that on doing so, it would realize a 
large capital gain. In an effort to avoid 
this result, the corporation leased the plant 
for ten years to an agent of the proposed 
purchaser with an option to purchase for a 
stated additional sum. The proposed pur- 
chaser made a loan to the corporation in 
the amount of the total rentals under the 
lease for the ten-year period. The lease 
was assigned to the proposed purchaser as 
collateral for the loan. The Bureau ruled , 
that this arrangement was a mere subter- 
fuge; that the entire amount of the rent, plus 
the amount payable on the exercise of the 
option, was the purchase price, and that the 
entire gain was taxable to the seller. A. R. 
M. 189, I-2, C. B. 68. Similarly, a lease for 
a period of years with an option to buy at 
the end of the term for $1.00 has been held 
a sale. [Vatson v. Commissioner, 62 F. (2d) 
35, (C. C. A—9th, 1932). Under Section 
24(b) no loss is deductible in respect of 
sales to members of the taxpayer’s family, 
including brothers, sisters, spouse, ancestors 
and lineal descendants, or to family owned 
corporations or partnerships. Similarly, no 
loss is deductible on sales between grantors 
or beneficiaries of a trust and the trust. On 
the other hand, gains realized on such trans- 
actions are taxable. 
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Installment Sales 


If a taxpayer is contemplating a sale of 
real estate upon which he will realize a sub- 
stantial gain, he will wish to consider Sec- 
tion 44(b) of the Code, which permits the 
gain from sales of real estate involving de- 
ferred or installment payments to be re- 
ported on the installment basis. The installment 
basis may be used only in situations where 
the initial payments (the payment received 
in the year of sale) do not exceed 30 per 
cent of the whole. This method permits the 
return as income in any year of that pro- 
portion of the installment paygnents actually 
received in that year which the gross profit 
to be realized bears to the total contract 
price. 


In other words, if the property were sold 
at a ten per cent profit, ten per cent of each 
installment would be taxable in the year 
received. This method of reporting has the 
effect of spreading the gain over a period of 
years and may result in tax saving. It may 
be noted that the amount of each install- 
ment taxed in any particular year is taxed 
at the tax rate in effect for that year, so that 
a taxpayer electing to report income on the 
installment basis is taking his chances with 
respect to future tax rates. The installment 
basis of reporting income is not applicable 
to losses. 


Rents 


Most of the discussion up to this point 
has been concerned with problems arising 
principally in connection with the acquisi- 
tion and sale of real estate. We are now 
ready to turn to some of the problems which 
arise in connection with the operation of 
real estate. Many of the income tax prob- 
lems which arise in the business of operat- 
ing real estate are common to all businesses. 
It is my purpose merely to discuss a few of 
the problems which are more or less peculiar 
to the operation of real estate. 


Rent is expressly included in Section 
22(a) of the Code as an item of gross in- 
come. The ordinary expenses of the land- 
lord, such as repairs, insurance, interest on 
a mortgage and real estate taxes, are de- 
ductible for income tax purposes. Rent paid 
in advance is taxable to the lessor in the 
year received. Crile v. Commissioner, 55 F. 
(2d) 804 (C. C. A.-6th, 1932), cert. denied 
287 U. S. 600. The Supreme Court held in 
Hort v. Commissioner, 313 U. S. 28 (1940), 
that an amount paid in cancellation of a 
lease was ordinary income at the time of re- 
ceipt, and not a capital gain. The basis of 





the decision was that no sale or exchange 
was involved. I think many might raise 
eyebrows on that one, because I believe we 
have all been taught to understand that a 
leasehold was an interest in real estate. 


Lessee’s Improvements 


A question, once much litigated, arises 
when a lessee erects a building or other im- 
provement on the leased premises. For 
many years the Bureau ruled that the value 
of the improvement was income to the lessor 
in the year when made, and permitted the 
lessor to prorate the same over the balance 
of the lease. In M. E. Blatt Co. v. U. S., 
305 U. S. 267 (1938), the Supreme Court 
held that the lessor realized no income at 
the time the improvement was made, which, 
of course, upset the prorate theory of the 
Department. Faced with that dilemma, the 
Department promulgated a regulation say- 
ing that the lessor realized income when the 
lease terminated, and that was immediately 
attacked. 

A later Supreme Court decision, Helvering 
v. Bruun, 309 U. S. 461 (1940), approved a 
resulting Bureau ruling that the entire value 
of the improvement was income to the lessor 
when the lease terminated. That is a harsh 
rule, as is readily understood, because you 
can’t pay the taxes on the value of the build- 
ing with the brick and the mortar. This 
rule worked an undue hardship on the lessor, 
and the Revenue Act of 1942 added Section 
22(b) (11) to the Code, which provides that 
the lessor realizes no gain on such improve- 
ments until the property is ultimately sold 
by him. This means that the lessor cannot 
deduct depreciation on the improvement. 
This seems to be a satisfactory solution. 


Expenses and Capital Expenditures 


An owner of real estate used for business 
or investment purposes may deduct the ex- 
pense of the ordinary repair and upkeep of 
the premises. On the other hand, amounts 
spent for permanent improvements will be 
classified as capital expenditures and must 
be capitalized. Painting a building would 
ordinarily be a current expense, whereas 
putting on a new wing would clearly be a 
capital expenditure. However, the line be- 
tween current expenses and capital expendi- 
tures is not always easy to draw. 


Lessees who have rented premises for 
business purposes may deduct rent paid as 
a business expense. This, of course, is not 
true in the case of rent paid for a private 
residence. The cost of improvements made 
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by a lessee on the leased premises and other 
capital expenditures in connection with the 
lease are deductible in the form of deprecia- 
tion over the term of the lease. A leasehold 
interest is not depreciable by the lessee if 
the only cost to him is the covenants for the 
payment of rent. 


Depreciation 


A most important type of deduction to 
operators of real estate is depreciation. The 
purpose of permitting a taxpayer to take a 
deduction for depreciation is to permit him 
to build up a fund to take the place of the 
property at the end of its useful life. Land, 
of course, is not depreciable. Buildings, 
furniture, fixtures and machinery and other 
types of property subject to wear and tear 
are depreciable. Section 23(1) of the Code 
permits a taxpayer to take a reasonable de- 
duction for the depreciation of property used 
in a trade or business. The 1942 Act amended 
this section to permit depreciation also of 
property held for the production of income. 
The amendment takes effect retroactively. 


The effect of this amendment may be ob- 
served in a recent Tax Court case, Mary 
Laughlin Robinson, 2 T. C. 305 (1943). There 
the petitioner abandoned her home in 1931 
and took up residence in another place. The 
former residence was listed for sale or rent 
in 1932 and remained vacant until 1938, ex- 
cept for the garage, which was rented for 
several years. The court held that the tax- 
payer was entitled to take depreciation on 
this property, although it had never actually 
been rented, because it was held for the pro- 
duction of income, which was never realized. 
Cases decided previous to the 1942 amend- 
ment were held inapplicable. Property used 
for residential or other personal purposes is 
still not subject to depreciation for income 
tax purposes. 


As stated, the statute permits a “reason- 
able” deduction for depreciation. The amount 
to be recovered through depreciation is the 
capital investment of the taxpayer. Under 
Section 114(a), the basis for depreciation is 
the same as the adjusted basis for deter- 
mining gain or loss on a sale as prescribed 
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by Section 113(b). 


Problems of basis for 
depreciation, just as problems of basis for 
determining loss or gain, can become ex- 
tremely complex. An example is one con- 
sidered by the Supreme Court last October 
involving the basis for depreciation of assets 
received in a 77B reorganization. Claridge 
Apartments Co. v. Commissioner, 65 S. Ct. 
172 (1944). The Court held that the basis 
of the property to the bankrupt became the 
basis of the reorganized company. The 
statute has now been amended to apply the 
principle of the Claridge case to all like 
situations. 


If excessive depreciation is taken over a 
period of years, the taxpayer must take the 
undepreciated balance of his cost or other 
basis and depreciate such balance over the 
remaining useful life of the property. This 
will reduce the allowances in the later years. 
This principle was applied in a recent Su- 
preme Court decision, Virginia Hotel Co. v. 
Helvering, 319 U. S. 523 (1943). There the 
taxpayer was a corporation operating a hotel. 
From 1927 through 1937 this taxpayer re- 
ported depreciation on its property on a 
straight line basis. No objection was made 
by the Commissioner to the rate of depre- 
ciation claimed until 1938, in which year the 
Commissioner took the position that the 
property had a longer life than that claimed 
by the taxpayer and that, therefore, lower 
depreciation rates should be used. In cal- 
culating a new basis for depreciation the 
Commissioner deducted in full the previous 
depreciation taken. The taxpayer objected 
on the ground that during most of the years 
in question it had suffered a net loss on 
operations, so that depreciation taken for 
those years had not served to reduce net 
income. The court held that the new basis 
should be figured with respect to deprecia- 
tion allowed or allowable in prior years, 
even though the taxpayer received no tax 
benefit therefrom, and that the taking of the 
deduction on the tax return, where the re- 
turn was not changed by the Commissioner, 
constituted the allowance of the deduction 
for depreciation even though the taxpayer 
showed a loss on his return. This was a 
5-4 decision. [The End] 












A recent triumph for Sec. 722 taxpayers 


The fezandie Case 


By GUSTAVE SIMONS 
Attorney-at-law, New York City 


HE DECISION of the Tax Court of 

the United States in the Fezandie and 
Sperrle, Inc. case, 5 TC —, No. 144 [CCH 
Dec. 14,860], promulgated December 10, 
1945, has been generally very much misun- 
derstood. It is supposed that this case 
marked a triumph for the Treasury. Noth- 
ing could be further from the facts. 


The decision was of great significance 
because it was the first determination by 
the Tax Court of the rights of taxpayers 
seeking excess profits tax relief under Sec- 
tion 722 of the Internal Revenue Code, 
which grants special tax relief for corpora- 
tions whose business commenced or changed 
during the base period used for measuring 
excess profits taxes, 1936-1939. There had 
been some earlier decisions, but these were 
of a procedural nature. The case is also 
important because of the forthcoming public 
hearings before the Joint Tax Committee 
of Congress to determine the reasons for 
slow settlement of relief claims filed under 
Section 722. 


A Test Case 


The case was selected by the Commis- 
sioner of Internal Revenue as a test case to 
determine the validity of a Treasury ruling 
identified as G. C. M. 24013. This held 
that while a change of business might ordi- 
narily qualify a corporation for tax relief, 
such was not the case when the change was 
attributable to the outbreak of World War 
II in September 1939, or the rearmament 
program immediately preceding that out- 
break. Tax experts throughout the country 
were particularly concerned with this ruling 
because in a very large proportion of cases 
it was impossible to isolate economic shifts, 
even prior to 1940, from the influences of 
the European military situation. There is 
a cause for widespread regret among this 
group that the Treasury seemed to have 
selected as a test case one in which the 
amount involved was considerably smaller 
than average and where the facts were pe- 
culiarly aggravated. So much was this the 
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case that briefs were submitted as friends 
of the court by various attorneys having 
special interest in the principles at stake. 
Among these were Colonel Robert H. Mont- 
gomery, Harrison B. McCawley, J. Marvin 
Haynes, Robert N. Miller, and the author. 

In the Fezandie case, the taxpayer was a 
moderate-sized jobber in dyestuffs. Just 
prior to December 1939, a substantial export 
business in dyestuffs was turned over to the 
taxpayer because the outbreak of the Euro- 
pean war made it politically impossible for 
the original business concern to continue its 
export business. The taxpayer was chosen 
as the lucky successor. The transaction is 
described by Judge Opper of the Tax Court 
who said: 

“No small part of the difficulty is occa-’ 
sioned by the almost fantastic quality of the 
gift to petitioner of a ready-made export 
business, complete with customers, products, 
protection against competition, and the con- 
sequent inevitable profit. This was no mere 
instance of the withdrawal of competing 
foreign commerce and the resulting libera- 
tion of a previously closed market. Peti- 
tioner did not produce a new business, solicit 
new customers or discover new ‘sources of 
salable materials. It was selected to be 
the heir to all of this under circumstances 
which would have to be, and in fact were, 
the product of an unprecedented and unique 
external situation.” 

Pursuant to Section 722 of the Internal 
Revenue Code, the taxpayer sought to re- 
construct its earnings on the assumption 
that an export division had been opened 
two years earlier than was the case. The 
mechanics of a so-called “two-year push- 
back” were in accordance with the law, but 
the Treasury denied the relief because the 
change of business resulted from the war. 


The Taxpayer Gains 

The tax fraternity was particularly con- 
cerned because it feared a general and 
sweeping statement that no economic situa- 
tion in which the war played a part would 
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This Month’s Cover: Bolon B. Turner, 
whose picture appears on the cover of this 
issue, was elected, in June 1945, by the 
Judges of the Tax Court to be Presiding 
Judge of the Court for a period of two years, 
beginning July 1, 1945. He became a mem- 
ber of the United States Board of Tax 
Appeals on June 19, 1934, and was previ- 
cusly employed as an attorney in the Office 
of the Secretary of the Treasury in connec- 
tion with revenue cases requiring the atten- 
tion of the Secretary and in the preparation 
of suggested legislation and regulations 
under the revenue laws. 


Anglo-American Agreement: Pictured 
below is the signing of the British Loan 
Agreement at the Department of State. 
Left to right: Lord John Maynard Keynes, 
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Chief of the British Loan Mission; the Earl 
of Halifax, British Ambassador to the U. S.; 
Secretary of State James F. Byrnes; and 
Secretary of the Treasury Fred M. Vinson. 


“The Plain and Ordinary Meaning”: The 
case of Fezandie & Sperrle, Inc., 5 TC —, 
No. 144 [CCH Dec. 14,860], seems destined 
for abundant comment and criticism. [See 
Gustave Simons’ article on page 68 of this 
issue.] John E. Hughes, a Chicago at- 


torney, thinks the result reached by the 
Tax Court correct on the facts of the case, 
but he has this to say about the decision: 
“The dicta changing the plain and unam- 


biguous statutory words ‘January 1, 1940’ 
to a ‘rough approximation of January l, 
1940’ adds words to the Statute which are 
not contained therein and is an exercise of 




































and an invasion of the legislative power—a 
tendency which, in the past, has thrown tax 
law into great confusion and spawned mul- 
titudinous litigation and will continue to do 
so if not sharply checked. I suggest a pro- 
vision be inserted in the Revenue Code 
reading ‘in construing this Code, the plain 
and ordinary meaning of words shall be 
adopted by the courts’ and that it be re- 
inforced by Congressional Committee re- 
ports stating the reason for its insertion 
and giving numerous examples of confusion 
and uncertainty (Clifford, Gregory, etc. cases) 
created in tax law by failure to adhere to 
this rule.” 


Tables, Charts, Averaging, and Aspirin: 
Many times during the coming months up 
to March 15, taxmen will have occasion to 
determine which income tax return and 
method of reporting is most advantageous 
for a particular individual. A helpful way 
of arriving at a method of reporting for 
a taxpayer whose gross income is less than 
$5,000 is shown in the charts which follow 
on pages 71 and 72. These charts are not 
accurate to the penny, but they are in most 
cases accurate to within a dollar of the tax. 
For those who would rather compute a tax 
return under both methods than overpay the 
tax by less than a dollar, we recommend 
aspirin. 

Briefly, there are three methods of com- 
puting how much an individual owes the 
Federal government in income taxes: the 
“let Uncle Sam do it” method; the net in- 
come method; and the adjusted gross income 
method. 


The first method is that in which the 
individual mails to the collector for his 
district the statement of earnings received 
from his employer and waits for a refund, 
if any—or maybe a bill. The second method 
is that in which net income is computed 
by subtracting all deductions from gross 
income. The last method is that in which 
the individual refers to a table and finds 
his tax opposite his adjusted gross income. 
The withholding system is, of course, tied 
in with all three methods, and credit is given 
for all tax withheld by the employer. 


Those who use the first and last methods 
may pay more tax than they would be re- 
quired to pay under the older “net income” 
method. This is so because in the govern- 
ment table (page 73), the tax has been 
averaged for each bracket. For incomes be- 
low $3,000 this bracket has a $25 spread and 
for incomes over $3,000, the spread is increased 
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to $50. A taxpayer, then, has a choice of 
three methods, like a choice between three 
entrees on a cafeteria menu, none of which 
has any particular appeal. After the choice 
is made, he always wonders if he would not 
have been better satisfied with one of the 
others. The secret of making the most 
satisfactory choice in income tax return 
methods lies in the total amount of allow- 
able deductions. After an individual has de- 
termined this figure, he can, with the aid 
of the table of deductions on pages 71 and 
72 select the method most advantageous to 
him, For example (see bottom of page 72), 
if he has an adjusted gross income of $4,810, 
he will find opposite this figure in the table 
the amount $470. If his allowable deductions 
under the income tax law total or exceed $470, 
he will pay less tax on $4,810 income under the 
net income method of filing a return. His 
tax, under the gross income method, will 
be $920 for a single person, $910 if he has 
two dependents, $700 if he has three, and 
so on. This is true, of course, because the 
government table computes an average tax 
for all incomes in the bracket $4,800 to 
$4,850, and the table allows an average de- 
duction for this bracket of about $482, 
which is $12 more than is required to reduce 
his income if the net income method is used. 


It will be noted that on the government 
tax table, an individual with an adjusted 
gross income of $4,849 pays $11 less tax 
than an individual with $1 more income. 
Under this averaging system, the tax on 
$4,800 is exactly the same as the tax on 
$4,849, $49 more income. The same situa- 
tion exists for each of the brackets. 


In the deduction chart presented here, 
averaging has also been used, but instead 
of one deduction for every $25 or $50, a 
deduction has been computed for about every 
$5. This is averaging to combat averaging. 
Actually, the deduction could vary with each 
dependent and, of course, with each dollar 
ot income, but one dollar in deductions is 
worth only 3 cents under the normal tax 
and 20 cents under the first surtax bracket. 
For simplicity, one deduction figure was 
sought that would be common to all these 
probabilities, and the variance will not be 
more than $1.25 in tax at the most. 


The real value of the chart is the time 
saved in eliminating the necessity of com- 
puting the income tax under the net income 
method and then under the gross income 
method and making a selection. Reference 
to the chart will show the taxpayer within 
at least $1.25 where the advantage lies. 
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: f Use the net income method when your deductions exceed those shown in column B for the 
ec amount of adjusted gross income shown in column A. When your deductions do not exceed the 
three figure shown in column B for your adjusted gross income then the short forms will be more 
which advantageous. 
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Example 


Amount shown in italics is the tax under GROSS (Optional Tax Table) method. Amount 
in roman is the tax under the NET income method. 


Deduct’n 
Am’tof allowed 
Tax deduction by ——————__—__-—_ ————_——_De pendents 


__ Bracket onchart Gov't 1 2 3 4 5 6 7 8 9 


4800 to 4850 482.00 920.00 810.00 700.00 590.00 483.20 383.20 283.20 183.20 115.20 
4810 470.00 921.00 811.00 701.00 591.00 484.00 384.00 284.00 184.00 115.00 


Each dollar of the taxpayer’s deduction in excess of $470 is worth approximately 23 cents 
in tax saving. 
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in the Field of Taxation 


Objective: Full Employment 


Financing American Prosperity: A Sym- 
posium of Economists. The Twentieth Cen- 
tury Fund, 330 West 42d Street, New York 
18, N. Y. 520 pages. $3.00. 

Toward American Prosperity: Views of 
Six Leading Economists. 20 pages. Conden- 
sations of the articles in Financing American 
Prosperity. Also published by The Twen- 
tieth Century Fund. 


FTER WAR, the depression—sooner 

or later! Some such idea haunts many 
of us today, like a worn-out jukebox tune 
which stays in our heads even though we’ve 
made up our minds not to listen ta it. We 
all want to build up and keep up high levels 
of production and employment at good 
wages, but what can and should we do 
about it? The Twentieth Century Fund, 
an endowed foundation for scientific re- 
search and public education on economic 
questions, commissioned a panel of six 
eminent economists to answer the question 
for us. Although the economists do not 
always agree, they furnish a storehouse of 
expert opinion from which thoughtful work- 
men, businessmen, Congressmen may “pick 
and choose” their way to a course of action. 


The Experts. The distinguished con- 
tributors to the symposium are: BENJAMIN 
M. ANDERSON, Professor of Economics, Uni- 


versity of California, Los Angeles, and 
Consulting Economist, Capital Research 
Company, Los Angeles. JOHN MAURICE 


CLARK, Professor of Economics, Columbia 
University, and former President of the 
American Economic Association. HoOwArD 
S. Exuts, Professor of Economics at the 
University of California, Berkeley, and As- 
sistant Director, Division of Research and 
Statistics, Board of Governors of the Fed- 
eral Reserve System. Atvin H. HANSEN, 
Littauer Professor of Political Economy, 
Harvard University, and formerly adviser 
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to the Federal Reserve System and other § con 
government agencies. SUMNER H. SLICHTER, & thir 
Lamont University Professor, Harvard § exc 
University, and Chairman, Research Ad- — and 
visory Board, Committee for Economic gen 
Development. JoHN H. Witiiam, Dean, § the 
Graduate School of Public Administration, — sho 
Harvard University, and Vice President of — son 
the Federal Reserve Bank of New York. A 
The volume was edited by Paut T.§ pos 
HoMAN, Professor of Economics at Cornell § bu: 
University and Managing Editor of the — off: 
American Economic Review, and Fritz MAcH- — (2) 
LUP, Professor of Economics at the Uni- — de 
versity of Buffalo and Acting Managing § ing 
Editor of the American Economic Review. $1( 
Questions and Answers. What should be — ‘* 
the role, if any, of government financing in — “4 
our future economy? With one exception, —B “” 
all of the experts agree that a much larger the 
federal expenditure than before the war is the 
inevitable in the future. Those who men- — Y° 


tion a figure set the rate at around $20 — ‘*' 
billion or higher. Although all but one of 
the economists oppose public spending 
financed by long-run deficits, five agree that 
deficit spending to offset temporary “private 
spending deficits” or cyclical fluctuations 
will be necessary. 


A stable sum of private investment plus 
public spending, properly timed, is the for- 
mula suggested by John Maurice Clark for 
stabilization of our present economy. Deficit 
spending, he says, is only a palliative, not a 
cure. Howard S. Ellis finds public works 
programs necessary in the short run and, 
when properly handled, advantageous to 
private enterprise. Frowning on deficit 
financing generally, he feels, however, that 
for the immediate future, the way the debt 
is managed is more important than its size. 
A well-planned public investment policy, in 
the opinion of Alvin H. Hansen, will in- 
crease opportunities for private investment. 
Although Sumner H. Slichter foresees large 
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and necessary public expenditures, he does 
not think that government spending can 
guarantee full employment. John H. Wil- 
liams favors “developmental” productive 
spending, not necessarily financed by deficits. 
A vigorous opponent to this whole school 
of necessary government spending is Ben- 
jamin M. Anderson, who urgently advocates 
that we reduce and modify government re- 
strictions on free markets. We must have 
rigid postwar economy in government, he 
says, and we must leave the people to work 
it out. 

What kind of tax policy should we adopt? 
In the view of Alvin H. Hansen, our tax 
structure must be revised to encourage high 
consumption and private investment. He 
thinks that eventually most sales taxes and 
excises should be eliminated. Corporate 
and business taxes should be reduced and 
generous loss-offset provisions included in 
the tax laws. Double taxation of dividends 
should be eliminated, exemptions for per- 
sonal income taxes raised, and rates lowered. 

Among Sumner H. Slichter’s specific pro- 
posals for tax reform are these: (1) Permit 
business losses to be carried forward and 
offset against profits over a six-year period; 
(2) Permit long-term capital losses to be 
deducted against personal income by reduc- 
ing tax liability by half or not more than 
$100,000; (3) Reduce the corporate income 
tax to a little above the level before the 
war; (4) Tax incomes from self-employment 
and dividends at substantially lower rates 


than from salaries and interest; and (5) Tax 


the proportion of income used for new in- 


vestment at less than the standard surtax 
rates. 


John H. Williams is depressed by the tax 
situation. Since he expects the budget re- 
quirements, including state and local, to be 
at least $30 billion, he doesn’t see how we 
can get away from a mixed tax system, in- 
cluding the individual income tax, the cor- 
porate income tax and excise taxes. 

For fuller discussion of taxes and govern- 
ment spending, and for questions and an- 
swers concerning other important problems 
on the path to full employment, the reader is 
referred to the original articles in Financing 
American Prosperity. For the convenience, 
however, of those who have read the articles 
but want to refer to them again, and for 
those who do not own the original volume, 
The Twentieth Century Fund has made 
available a small, 20-page pamphlet, entitled 
Toward American Prosperity, containing 
condensations of the original articles. Origi- 
nally written for and distributed by the As- 
sociated Press, the digests were prepared 
and signed by the six economists them- 
selves. 


One World. Both the original volume 
and the booklet of digests will help the 
reader immeasurably to understand what 
problems we must face and how to meet 
them with intelligence and confidence. Our 
objective: Full employment for America. 
But let us not forget our greater objective, 
world cooperation—which to the economist 
suggests trade agreement programs, Bretton 
Woods, and whatever else may lead to finan- 
cial and economic cooperation. Today, 
planning for American prosperity means 
planning for world prosperity. , 





Washington Tax Course 


The latest schedule for the lectures on Federal Taxation sponsored by the 
Federal Bar Association in Washington, D. C., is presented below: 


January 7: Lawrence E. Cohn, “Accounting Methods and Preparation of 


Returns” 


-January 14 and 21: Helen R. Carloss, “Capital Gains and Losses” 
January 28: Leonard Raum, “Deductions—Net Operating Losses” 
February 4: Joseph G. Blandi, “Pension Trusts and Profit-Sharing Plans” 


Mr. Cohn is Technical Advisor in the Income Tax Unit of the Bureau of 
Internal Revenue; Miss Carloss, Special Assistant to the Attorney General; Mr. 
Raum, Special Attorney in the Chief Counsel’s Office of the Bureau; and Mr. 
Blandi, of Alvord and Alvord, Attorneys at Law, Munsey Building, Washington, 


mo. <. 





Current Books of Interest 




























































































































































































































































































SUPREME COURT 


Community property — Constitutionality. 
—The imposition of an estate tax on the 
termination of the marital community by 
the death of one of the spouses, the tax 
being measured by the value of the entire 
community property, is constitutional. 


Life insurance—Premiums paid out of 
community funds.—The inclusion in the 
gross estate of the entire proceeds of life 
insurance policies on decedent’s life, where 
the premiums were paid out of community 
funds and where the decedent retained inci- 
dents of ownership until his death, is consti- 
tutional. Sup. Ct. Joachim O. Fernandez, 
United States Collector of Internal Revenue, 
Appellant v. Samuel G. Wiener, William B. 
Wiener, and Jacques L. Wiener, Appellees. 
45-2 ustc J 10,239. 


Community property — Constitutionality. 
—The imposition of an estate tax on the 
termination of the marital community by the 
death of one of the spouses, the tax being 
measured by the value of the entire com- 
munity property, is constitutional. Follow- 
ing Fernandez v. Wiener, 45-2 ustc § 10,239. 
Sup. Ct. The United States of America, 
Appellant v. Henry Rompel, Jr., Administra- 
tor De Bonis Non Cum Testamento Annexo 
of Ernst Herbst, Deceased. 45-2 ustc ¥ 10,240. 


APPELLATE AND LOWER 
COURTS 


Professional library: Books and equip- 
ment.—Taxpayer was allowed depreciation 
deductions on the books and furnishings of 
a professional library which he maintained 
in his residence, as they, were used in tax- 
payer’s trade or business. The Court 
limited the amount of depreciation on the 
books in accordance with Bulletin F, issued 
by the Treasury Department. It was fur- 
ther held that taxpayer was not entitled to 
deduct an item of expense in the installation 
of shelves in the library because the same 
was an improvement and not a mere repair. 
CCA-2. Arthur A. Beaudry, Petitioner v. 
Commissioner of Internal Revenue, Respond- 
ent, 45-2 ustc J 9328. 


Depletion on oil and gas leases.— Advance 
royalties paid on execution of gas and oil 
leases were capital expenditures, not de- 


INTERPRETATIONS 


Court... Administrative 
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ductible as cost of goods sold by taxpayer- 
lessee. Consequently in calculating gross 
income from the production and sale of 
gas, the advanced royalties were not de- 
ductible by taxpayer for income tax pur- 
poses generally, but taxpayer was to deduct 
the portion of the advance royalties allocable 
to each of the taxable years in arriving at 
its gross income for the computation of the 
percentage depletion deduction taken under 
Sec. 114(b)(3), Acts of 1934 and 1936. One 
dissent. CCA-2. Canadian River Gas Com- 
pany, Plaintiff-A ppellant v. Joseph T. Higgins, 
formerly United States Collector of Internal 
Revenue for the Third District of New York, 
Defendant-A ppellee. 45-2 ustc J 9450. 


Trustee’s compensation based on payment 
and receipt of trust funds.—In computing 
his income tax for the year 1940, the tax- 
payer, a trustee, was required to include 
commissions paid to him by the trust in 
that year, and was not entitled, under Code 
Sec. 107, to space out the commissions in 
aliquot parts over the eleven years during 
which he was trustee, since the services 
were not shown to have been completed in 
1940, a condition necessary for application 
of Sec. 107. Change in the 1942 Act, elimi- 
nating this condition, was a_ substantive 
change. The taxpayer’s argument that the 
compensation, so far as it was for “receiv- 
ing” the principal, was for a “completed” 
service, as required by Sec. 107,: has no 
support in the New York statutes which 
divide the trustee’s compensation between 
the amounts of principal and income re- 
ceived and paid out, but which make the 
division only for purposes of convenience. 
CCA-2. Harry Civiletti, Petitioner v. Com- 
missioner of Internal Revenue, Respondent. 
45-2 ustc J 9468. 


Recovery under Code Sec. 23 as amended 
by Sec. 121, 1942 Act barred.—A Board of 
Tax Appeals decision held that neither 
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“principal” nor “income” commissions were 


proper deductions because a trust was not 
carrying on a “trade or business” within the 
meaning of Sec. 23(a) of the 1939 Act. Sec. 
121 of the 1942 Act makes commissions paid 
to a trust a deductible expense and provides 
that for the purposes of the Revenue Act 
of 1938 and prior Acts, the amendments 
made to the Code by this Section shall be 
effective as if they were part of such Reve- 
nue Act on the date of its enactment. Never- 
theless, recovery under Sec. 121 was barred 
by Sec. 322(c) which limits a taxpayer’s 
right to obtain credit or refund. CCA-2. 
George E, Merrill, Percival G. Bixby and 
Manufacturers and_ Traders Trust Company, 
as Trustees under the Last Will and Testa- 
ment of Henry D. Knox, Deceased, Appel- 
lants v. United States, Appellee. 45-2 ustc 
q 9459, 


Power to revoke in conjunction with 
another—Decedent as settlor.—In 1927, de- 
cedent transferred certain securities to a 
bank in trust, providing for a life estate in 
himself with remainder to his daughter. If 
his daughter predeceased him without issue, 
decedent had the power to name a new 
beneficiary in her place. Decedent and the 
daughter together had a power to terminate 
the trust and designate the person to whom 
the trust property should be delivered. Upon 
closing of the bank in 1933, decedent and 
his daughter terminated the trust and caused 
the property to be delivered to the daughter. 
On the same day, the daughter transferred 
the property to a second trust, with provi- 
sions for distribution of income and prin- 
cipal similar to those in the old trust. The 
Circuit Court of Appeals holds that there 
is ample evidence to support the finding of 
the Tax Court that the new trust was but 
a continuation of the old, and refuses to 
disturb that Court’s decision that the corpus 
of the 1933 trust is includible in decedent’s 
gross estate. Although the daughter made 
transfers to the trust after 1933, no proof 
was offered that the daughter and not her 
father was the real owner of the property 
so transferred. CCA-2. Estate of George 
W. Sweeney, Alice S. Mergenthaler, et al., 
Executors, Petitioner v. Commissioner of In- 
ternal Revenue, Respondent. 45-2 wuste 
{ 10,238. 


Improper accumulation of surplus.—The 
Tax Court was sustained in its determina- 
tion that the corporation was availed of 
during the taxable years for the purpose of 
preventing the imposition of the surtax 
upon the sole shareholder through the 
medium of permitting earnings to be ac- 
cumulated rather than distributed as dividends. 


Interpretations 


Funds were held by taxpayer corporation 
for the convenience of the shareholder, in- 
dividually, and not for the development of 
an invention as claimed. Taxpayer was 
therefore liable to surtax under Sec. 102, 
Act of 1938, for improper accumulation of 
income. CCA-4. Semagraph Company, a 
corporation, Petitioner v. Commissioner of In- 
ternal Revenue, Respondent. 45-2 ustc J 9466. 


New partner admitted into family part- 
nership.—The Tax Court was sustained in 
holding invalid, for tax purposes, an agree- 
ment to admit into a family partnership, as 
an equal one-fourth partner, the father of 
one of the members, where his capital con- 
tribution consisted of notes which were paid 
out of his purported share of partnership 
earnings, and it was stipulated in the agree- 
ment that on the death of the incoming 
partner, his interest should pass to the son, 
without payment therefor. CCA-5. D. B. 
Blalock, Sr., D. B. Blalock, Jr., and D. B. 
Blalock, Sr., as Executor of the Last Will of 
Estelle Z. Blalock, Deceased, Appellants v. 
Marion H. Allen, Collector of Internal Reve- 
nue, Appellee. 45-2 ustc J 9463. 


Sale of property subject to redemption.— 
Execution by taxpayer of a deed purporting 
to convey his property in consideration of 
a loan, with a right of redemption retained, 
was ruled by the Commissioner to be a sale, 
and accordingly taxpayer paid tax as upon a 
capital gain. However, as determined by 
the Florida State court in a redemption pro- 
ceeding, the transaction was a mortgage 
arrangement, upon which no personal liability 
accrued to taxpayer. Hence, since. there 
was no enforceable obligation against tax- 
payer, payment of the redemption price of 
the property by another, under a purchase 
agreement with taxpayer, was not a benefit 
received by taxpayer and should have been 
eliminated from the computation of gain to 
him. Moreover, income on the property 
received by the mortgagee and which was 
applied in reduction of the redemption price, 
was not properly a credit against the mort- 
gage and constituted no gain to taxpayer, 
except as to that portion thereof paid over 
by the purchaser to him. One dissent. 
CCA-5. Anna I. Hilpert, et al., Petittoners 
v. Commissioner of Internal Revenue, Re- 
spondent. 45-2 ustc J 9455. 


Addition of intercompany charges in sepa- 
rate returns.—Prior to 1934, taxpayer, en- 
gaged in producing, refining and marketing 
crude oil, in filing consolidated returns, 
eliminated intercompany profits in valuing 
its inventories, and did not include trans- 
portation costs paid to its pipeline subsidiary, 
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except to the extent of actual cost to the 
subsidiary. Under Reg. 86, Art. 113 (a) 
(11)-1, taxpayer could not thereafter, when 
its privilege of filing consolidated returns 
was withdrawn, change its basis in its sepa- 
rate returns to include in its opening and 
closing inventory valuations, at regular 
transportation rates, the cost of transport- 
ing oil and other products included in its 
inventories. CCA-5. Magnolia Petroleum 
Company, Appellant v. W. A. Thomas, Col- 
lector of Internal Revenue, Appellee. 45-2 
ustc § 9464. 


Undistributed profits surtax.— Neither the 
Constitution of Alabama nor the Supreme 
Court decisions of that state prohibit any 
solvent corporation from paying a dividend, 
even though it be shown to have a deficit in 
its capital. Hence, although taxpayer was 
admittedly a deficit corporation, its conten- 
tion that it was “prohibited by a provision 
of law” from paying dividends during the 
year involved did not bring it within the 
terms of Sec. 501 (a), Act of 1942, amend- 
ing Sec. 26 (c) (3), Act of 1936, and tax- 
payer was not entitled to recover amounts 
paid as undistributed profits surtax for 1936. 
CCA-5. Sumter Farm and Stock Company, 
Inc., Appellant v. United States of America, 
Appellee. 45-2 ustc § 9457. 


When foreign tax credit taken.—A credit 
for foreign taxes was taken as a deduction 
from gross income in taxpayer’s return for 
1932. No tax liability was indicated on the 
return. The Bureau subsequently found 
that a tax was due, and it was held that in 
the amended return, the foreign tax was 
properly set up as a credit under Sec. 131, 
1932 Act. The right to elect to treat a 
credit for foreign taxes either as a deduc- 
tion from gross income or as a credit against 
the tax came into existence at the time tax 
liability was determined. CCA-6. Maud L. 
Gentsch, Executrix under the Last Will and 
Testament of Frank P. Gentsch, deceased, Ap- 
pellant v. The Goodyear Tire & Rubber Com- 
pany et al., Appellees. 45-2 ustc J 9460. 


Transfer conditioned on survivorship.—A 
trust created by decedent provided that, in 
case of the death of the beneficiaries with- 
out issue, prior to decedent’s death, the 
corpus was to revert to her. Although there 
were eight possible takers under the trust 
prior to decedent’s death, the corpus is held 
includible in the gross estate. The court 
declares that “the imminence or remoteness 
of the likelihood of the revesting contin- 
gency’s occurrence is not a matter for our 
consideration.” Following Fidelity-Phila- 
delphia Trust Co. et al., Exrs. (Stinson Est.) 
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v. Rothensies, 45-1 ustc J 10,168, 324 U. §. 
108. CCA-9. John E. Gallois, Executor and 
Jeanne G. Hill, Executrix of the Estate of 
Margaret P. Gallois, Deceased, Petitioners y, 
Commissioner of Internal Revenue, Respond- 
ent. 45-2 ustc { 10,236. 


Income tax reduction—Inducement to 
change residence.—Decedent, who died in 
1938, at the age of 83 years, created a trust 
and transferred certain other property, con- 
sisting of securities and realty, for the bene- 
fit of his wife and two sons. The transfers 
were made approximately 10 months before 
decedent’s death. Although the gifts were 
allegedly made in order to save income 
taxes and to induce one of the sons to move 
to Florida, the statutory presumption that 
the transfers were in contemplation of death 
is held, on the facts, not to have been over- 
come, and the transfers are subject to estate 
tax. DC, Fla. R. J. Hackney, Executor of 
the Estate of Leonard J. Hackney, Deceased, 
Plaintiff v. John L. Fahs, Collector of Internal 
Revenue, Defendant. 45-2 ustc § 10,235. 























































































































Failure to record transactions.—Tax- 
payer’s failure to enter receipts from certain 
transactions on the partnership books of 
account, though ultimately reflected in a 
$12,000 understatement of gross profit on 
the partnership return, did not sustain a 
finding of fraud with intent to evade tax, 
within the meaning of Code Sec. 3616(a), in 
the absence of evidence that the omission 
was ultimately reflected in an understate- 
ment of income of taxpayer or his partners. 
Accordingly, taxpayer was held not guilty 























































of conduct violative of conditions of his 
probation. DC, Penn. United States of 
America v. Theodore Koppelman. 45-2 ustc 





1] 9465. 


Commingling of community with separate 
funds—Decedent’s death before October 22, 
1942.—Decedent, who died in 1936, took out 
insurance policies on his life, naming his 
wife as beneficiary. During their entire 
married life, decedent and his wife, both 
residents of California, maintained bank ac- 
counts in their joint names with right of 
survivorship. During such period, various 
amounts, derived from personal services of 
decedent and from stocks, securities, and 
other property separately owned by dece- 
dent and his wife, were deposited in the 
accounts. Payments of premiums for the 
insurance, as to which decedent retained in- 
cidents of ownership until his death, were 
made by him by checks drawn upon the 
joint accounts. Effective July 29, 1927, a 
law was enacted by California giving a 
present, equal, vested interest in the com- 
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munity to a wife. It was contended by 
decedent’s wife that all of the funds from 
which the insurance premiums were paid 
aiter July 29, 1927, were community prop- 
erty funds, in which she had an equal vested 
interest, and that one-half of the proceeds 
of the policies issued after July 29, 1927, and 
a portion of the proceeds of the policies 
issued prior thereto should be excluded from 
the gross estate of decedent. Although the 
California law presumes that, when com- 
munity property funds are commingled with 
separate funds, and no allocation can be 
made, all the funds are community prop- 
erty, this presumption is held to be offset 
by the Commissioner’s determination that 
the premiums paid after July 29, 1927, were 
not paid out of community property. It is 
further held, on the facts, that decedent’s 
representative has failed to sustain the bur- 
den resting upon her, under the circum- 
stances, of proving that the premiums were 
paid out of community property acquired 
after July 29, 1927, so the insurance pro- 
ceeds in excess of $40,000 are includible in 
the gross estate. Ct. Cls. Dorothy B. Rule, 
Now Known as Dorothy B. Millard, Executrix 
1 the Estate of O. Rey Rule, Deceased v. The 
United States. 45-2 ustc § 10,241. 


TAX COURT— 
MEMORANDUM OPINIONS 


Sec. 722 relief.—Change in character of 
business which could not have been made 
but for the occurrence of the European 
war, held not to entitle petitioner to relief 
under Sec. 722. Fezandie & Sperrle, Inc. v. 
Commissioner, CCH Dec. 14,860. 


Settlement to avoid litigation.— Petitioner 
was organized in 1938 in a merger of three 
corporations, one of which was Abraham 


Levitt & Sons, Inc. Taxpayer acquired the 
assets of the predecessor organizations sub- 
ject to all liabilities. Among the assets 
acquired were some land and proceeds 
formerly owned by the Rockville Corpora- 
tion which had been acquired by Abraham 
Levitt & Sons, Inc., from 1930 to 1933. 
Abraham Levitt owned stock in Rockville 
Corporation, and in petitioner. In 1938, dis- 
satisfied stockholders of Rockville Corpora- 
tion sought an accounting of.the business of 
Rockville Corporation which had been man- 
aged by Abraham Levitt, and they made 
demands upon Abraham Levitt, William 
Levitt, petitioner’s president, and upon peti- 
tioner for damages to them as stockholders. 
The demand was made upon petitioner as 
an ultimate transferee of property of Rock- 
ville. After protracted negotiations, Abraham 
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Levitt and petitioner effected a settlement 
in December, 1939, with the complaining 
stockholders of Rockville Corporation as a 
result of which they gave up their stock in 
Rockville Corporation, gained control of 
another corporation, Babylon Harbor, Inc., 
received lands from Abraham Levitt, and 
$65,000 cash from petitioner. Taxpayer con- 
tended that the claims were directed solely 
against taxpayer for no reason other than to 
“pressure” the corporation for money, tak- 
ing advantage of taxpayer’s prosperous con- 
dition and the crucial point of its affairs, and 
that the claims were satisfied solely by its 
payment of $65,000; and therefore taxpayer 
was entitled to deduction in this amount as 
an ordinary and necessary business expense. 
The Tax Court, pursuant to further pro- 
ceedings under a mandate of the U. S. 
C. C. A. for the 2nd Circuit, in Levitt & 
Sons, Inc. v. Nunan, 142 F. (2d) 795 [44-1 
ustc § 9333] holds on the evidence that the 
payment of the $65,000 in settlement is not 
allowable as a business expense under Code 
Sec. 23 (a) (1); taxpayer made the payment 
as a transferee of the assets of Abraham 
Levitt & Sons, Inc., in payment of a liability 
of that corporation, and, therefore, the ex- 
penditure constitutes part of the cost of 
taxpayer’s original assets, and is a capital 
expenditure. Levitt & Sons, Inc. v. Commis- 
stoner. CCH Dec. 14,788. 


Annuities by will—Taxpayer and _ his 
father had conducted an undertaking estab- 
lishment in partnership for a number of 
years. The father died and by will left his 
interest in the partnership to taxpayer, sub- 
ject to a bequest to his widow of the sum 
of $250 per month to be paid out of one-half 
of the net income of the business and pro- 
vided that if said income was insufficient, 
the payment should be reduced to one-half 
the income but should be cumulative and 
payable out of said income if and when 
earned. In the taxable years payments were 
made to the widow under the terms of the 
will and corresponding deductions were 
taken in computing taxpayer’s income. The 
Commissioner contended that the payments 
to the widow were capital expenditures 
made by taxpayer to acquire the testator’s 
interest in the partnership, and were neither 
deductible nor excludible from income. The 
Tax Court held that the bequest to the 
widow of a portion of the income from the 
testator’s’share in the business gave her an 
interest in the property itself and that the 
payments to her, which were only a reason- 
able return on the capital investment, con- 
stituted income to her growing out of her 
interest in the property. The sums were 
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therefore excludible from gross income of 
the taxpayer. Frank R. Malloy v. Commis- 
sioner; Evelyn Malloy v. Commissioner. CCH 
Dec. 14,851. 


Excess profits tax.—Commnissioner’s denial 
of application for excess profits tax relief 
under Sec. 722 sustained where the evidence 
fails to show that the excess profits tax com- 
plained of is excessive and discriminatory 
and that the average base period net income 
is an inadequate standard of normal earn- 
ings. Monarch Cap Screw and Manufactur- 
ing Company v. Commissioner. CCH Dec. 
14,861. 


Trust: Control—Grantors of trusts of 
which the corpus and accumulated income 
were invested in stock of wholly-owned 
family corporations, of which their children 
and grandchildren were beneficiaries, and 
of which they were trustees with broad 
powers of management, and with discre- 
tionary powers as to accumulation of in- 
come, held, taxable on income of trusts under 
section 22 (a). Anna Morgan v. Commis- 
stoner; Samuel Morgan v. Commissioner. 


CCH Dee. 14,847. 


Sale of stock warrants.—Taxpayer ex- 
changed his investment in one company for 
shares of common stock and stock subscrip- 
tion warrants, as a unit, in a new company. 
The exchange was one in which no gain or 
loss was recognized. No allocation of value 
was made between the stock and the sub- 
scription warrants at the time they were 
issued to taxpayer. Taxpayer subsequently 
sold the warrants in 1940, at 50 cents each, 
or for a total consideration of $28,500. By 
his power to exercise his options under the 
warrants, taxpayer was assured of control 
of the company, if he so chose. The market 
value of the warrants could not be definitely 
determined, but market quotations on the 
warrants in 1940 ranged from 3% to 3%. 
The Commissioner contended that the war- 
rants had neither fair market value nor 
actual value at the date of issuance, and, 
consequently, they had a basis of zero for 
purpose of determining gain or loss on the 
sale or exchange by taxpayer. Taxpayer 
claimed a long-term capital loss of $9,280.73 
on the sale and contended that while his 
allocation of $37,757.93 to the warrants was 
nothing more than a guess, that amount 
was appropriate. In the alternative, tax- 
payer contended that if no allocation could 
be made with reasonable certainty, recog- 
nition of gain or loss should be deferred 
until he had recovered his cost. The Tax 
Court held that the warrants had value when 
they were acquired, and the Commissioner 


‘nized. 


erred in attributing the entire cost to the 
shares of common stock. The Tax Court 
held further that since there was no market 
value, there was no practical basis upon 
which an allocation might be made, and tax- 
payer was entitled to recover his original 
basis before gain or loss would be recog- 
William T,. Piper v. Commissioner, 
CCH Dec. 14,850. 


Income used to support children.—Tax- 
payer’s deceased husband left his residuary 
estate in trust, one-half of the income there- 
of to be paid to taxpayer with the proviso 
that “it is my hope that out of such income 
she may be able and willing to support, 
maintain and educate our children until the 
provisions hereinafter made for distribution 
of income or property to them under this 
will shall take effect.” Taxpayer had ample 
means of her own both for her own and the 
children’s support. For the taxable year 
1940 taxpayer excluded from gross income 
such part of the net income received by her 
from the trustee as she claimed was ex- 
pended for the support of her minor chil- 
dren. Taxpayer contended that since such 
income was received by her impressed with 
a trust for the support, maintenance and 
education of her children, the children were 
taxable on the income so used. The Com- 
missioner contended that the taxpayer was 
taxable on the income received by her from 
the testamentary trust but allowed exemp- 
tions for support of the minor children. The 
Tax Court holds that taxpayer received the 
income of the testamentary trust without 
any enforceable obligation on her to use it 
for support of her minor children, and that 
it was not contemplated by the testator that 
the amount so spent should be excluded 
from her gross income and taxed to her 
children. Consequently, the taxpayer was 
taxable on the trust income distributed to 
her in 1940. Virginia White v. Commissioner, 
CCH Dec. 14,846. 


Prospective business.—Taxpayer, as ex- 
ecutrix and individually, brought suit in 
connection with certain disallowances of 
deductions taken on the tax return filed 
jontly by herself and her husband, deceased. 
Taxpayer alleged error in the disallowance 
of expenses in the amount of $655 claimed 
to have been incurred in the production of 
income, and the disallowance of $1,067.35 
claimed as expenses incurred in a business 
venture. Taxpayer submitted certain can- 
celled checks in evidence which she claimed 
were issued to pay for lawyers’ services in 
connection with trips to Florida made by 
her husband. She had no knowledge of the 
expenses, however, and could testify only 
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that her husband was seeking a business 
opening in Florida, but none developed. 
The Tax Court holds that the evidence is 
too meager to establish that the expendi- 
tures were incurred either in a trade or 
business or in a transaction entered into for 
profit and accordingly the deductions are 
disallowed. Estate of William Balin, by Elka 
Balin, Executrix, and Elka Balin v. Commis- 
sioner. CCH Dec. 14,838(M). 


Family liquidating trusts—Taxpayer was 
a trust created by seven persons who trans- 
ferred certain of their property to three 
nanied persons as trustees who were to hold 
the property during the 25 year life of the 
trust. The transferors became the bene- 
ficiaries of the trust. The property con- 
veyed consisted of real property and oil and 
mineral leases. Taxpayer was created be- 
cause it was believed that the properties 
owned could not be partitioned among the 
seven named persons, who were members 
of the same family, equitably or economically. 
Another purpose in forming taxpayer was 
to facilitate the making of leases by em- 
powering the trustees to make leases in- 
stead of following the cumbersome procedure 
of obtaining the consent and execution of 
leases by all the interested parties. Under 
the trust instrument the beneficiaries might 
appoint successor-trustees, management of 
the enterprise was vested solely in the 
trustees, and in the event of the death of a 
beneficiary prior to the termination of the 
trust his interest would pass by will or 
descent. No personal liability would attach 
to the beneficiaries in respect of any obliga- 
tions created by the trustees. The trustees 
were empowered to carry on any business 
venture which they deemed advisable on 
behalf of taxpayer. They could sell and 
lease trust property, invest and reinvest the 
property, make leases for any period of 
time,.and amend, change, and modify leases. 
From the time taxpayer was created, the 
trustees have entered into lease agreements, 
collected rents, sold timber, received lease 
bonuses, dividends and interests on notes; 
sold parcels of land and received bonuses 
in oil. The Commissioner contended that 
taxpayer was an association taxable as a 
corporation, and accordingly included in 
taxpayer’s income 100 percent of the gains 
realized from the sale of long-term capital 
assets during the taxable years. Taxpayer 
contended that it was a liquidating trust not 
taxable as a corporation. The Tax Court 
holds that the trustees were not only em- 
powered to engage in business, but entered 
into transactions which required their mak- 
ing business judgments, and reading the 
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trust instrument in its entirety its purpose 
was not to liquidate the property during the 
period of the trust, but to realize profits 
from the property; taxpayer was organized 
in corporate form with powers to undertake 
the operation of a business, and hence it is 
an association taxable as a corporation. 
Phillip Bordages Estate Trust v. Commis- 
stoner. CCH Dec. 14,837(M). 


Principal contributions by another.—Tax- 
payer created three trusts in 1937 for the 
benefit of his children, naming himself 
trustee, and conveyed certain stock to the 
trusts. Subsequently, taxpayer’s father con- 
veyed stock of the same kind to the trusts. 
In the event that the beneficiaries of the 
trust should all die without issue, the corpus 
was to revert to taxpayer. Also, as trustee, 
taxpayer could vote the stock. In an earlier 
proceeding the Tax Court held that tax- 
payer was taxable on any income which 
accrued from the stock which he contributed 
to the trust, under the Clifford rule, because 
of the retention of extensive power and con- 
trol over the property. The Commissioner 
contended in the instant case that taxpayer 
was taxable also on the income accruing 
from the securities contributed to the trusts 
by his father. The Tax Court holds on the 
authority of Stockstrom v. Com., 148 F. 
(2d) 491, 45-1 ustc J 9243, that the taxpayer 
was not taxable on the income of the stock 
donated to the trusts by his father. The 
possibility of reverter was too remote to be 
determinative of the question, and the power 
to vote the shares afforded no economic 
benefit of control of the issuing corporation. 
Benjamin F. Miller v. Commissioner. CCH 
Dec. 14,835(M). 


Officers’ salaries — Taxpayer was a family 
corporation, organized by its president in 
1940 to take over and continue an electrical 
contracting business upon retirement of the 
original owner. As compensation, taxpayer’s 
president received 45 per cent of net earn- 
ings. During the taxable years, compensa- 
tion received by him was $136,504 for 1941 
and $65,279 for 1942. The president’s em- 
ployment in the business, prior to the in- 
corporation of taxpayer, dated back to 1908, 
and he served taxpayer in exactly the same 
capacities as he had the original business. 
These services consisted of soliciting and 
obtaining business, estimating jobs, and 
supervising the work. He was reputed to 
be one of the most successful managers and 
contractors in his field, and had built up 
excellent contacts during his long experience. 
He was the only person engaged in obtain- 
ing business for taxpayer, and, under highly 
competitive conditions, obtained contracts 
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with automobile companies on jobs involv- 
ing expenditures as high as $14,000,000. His 
earnings record in the original business 
showed that he received compensation of 
$40,000 in 1925, and that by 1930 he was 
receiving 45 per cent of the net profits. In 
1935, he entered into a new contract with 
his employer providing for division of profits 
and losses in ratios of 55 per cent for his 
employer, and 45 per cent to be paid to a 
corporation organized by him to be his cor- 
porate alter ego. It appeared in evidence 
that compensation of salesmen in the elec- 
trical contracting business was often deter- 
mined on a percentage of profits from 
contracts basis, percentages paid being as 
high as 50 per cent. The Commissioner 
contended that after the 1935 agreement, the 
original business was operated as a part- 
nership, in which taxpayer’s president had 
shared profits at the rate of 45 per cent, and 
consequently the agreement between tax- 
payer and the president was not a bona fide 
agreement to pay salary, but an agreement 
to distribute earnings without reference to 
the value of services. The Tax Court holds 
that whether the business had been con- 
ducted as a partnership was immaterial, and 
on the evidence the salaries paid were rea- 
sonable and deductible by taxpayer in their 
full amount. John Miller Electric Company, 
Inc. v. Commissioner. CCH Dec. 14,857(M). 


Bonds: Year of worthlessness.—Tax- 
payer was a holder of $2,500 in second 
mortgage bonds in a real estate holding cor- 
poration, whose principal asset consisted of 
a clubhouse for a fraternity, of which tax- 
payer was a member. The first mortgage 
in the amount of $300,000 was held by an 
insurance company. Substantial losses were 
suffered by the corporation. The first mort- 
gage was extended in 1935 and again in 
1939. In consideration of a waiver of. in- 
terest amounting to $13,100 the mortgagee 
took a chattel mortgage on any future chat- 
tels purchased by the corporation. At the 
close of 1937, the corporation was insolvent, 
and had a deficit of over $400,000. Condi- 
tions grew steadily worse, and, at the close 
of 1940, total assets of the corporation 
amounted to less than $345,000, whereas 
total liabilities, exclusive of capital stock, 
amounted to over $643,000, and the deficit 
was more than $443,000. Back rents of the 
fraternity amounted to $65,280 in 1940. In 


1941, taxpayer sold the bonds which had 
cost him $2,500 to a fraternity brother for 
$1.00, and claimed a long-term capital loss 
on the sale. The Commissioner contended 
that the second mortgage bonds became 
worthless prior to 1941, and accordingly dis- 
allowed the deduction. The Tax Court 
holds that on the evidence the stock be- 
came worthless prior to 1941, and the loss 
was therefore not deductible for that year, 
The fact that taxpayer went through the 
forms of a sale did not postpone the date of 
deduction on account of worthlessness, 
Joseph M. Nelson v. Commissioner. CCH 
Dec. 14,859(M). 


Defense against claim of partnership in- 
terest—Taxpayer was a member of a part- 
nership formed by oral agreement in 1928, 
X, an individual, was brought into the busi- 
ness as a superintendent in 1928. An in- 
definite understanding existed between X 
and the partners that he would be allowed 
to participate some way in the earnings of 
the business. In 1939 X brought suit against 
the partners seeking adjudication that he 
was an equal partner with them, and peti- 
tioned for the appointment of a receiver, 
dissolution of the partnership and an ac- 
counting to fix the interests of all the part- 
ners in the assets and profits for the years 
since 1930. Taxpayer employed counsel to 
defend himself and his interests in the busi- 
ness, profits, and assets. The litigation was 
settled by the parties in 1943 and the case 
was dismissed without decision. X received 
an interest of 1.75 per cent in the business, 
and $14,346.78 representing earnings on his 
investment up to 1943, and limited rights as 
a partner. For the taxable years 1940 and 
1941 taxpayer deducted fees paid to his at- 
torneys in connection with the litigation, 
under Code Sec. 23 (a) (1) and (2), as or- 
dinary and necessary business expenses. 
The Tax Court holds that the expenditures 
bore no special relation to the income of 
the business for the years 1940 and 1941, 
but were paid in connection with a claimed 
right to earnings of the partnership for the 
years since 1930; the expenditures having 
been made in defense of taxpayer’s right and 
title to the business and business property 
themselves constituted a capital expenditure, 
and were not deductible as ordinary and 
necessary business expenses under Code Sec. 
23 (a). A. J. Rassenfoss v. Commissioner. 
CCH Dec. 14,841(M). 
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THE FEZANDIE CASE— Continued from page 68 





permit of relief. The opinion, in fact, rep- 
resented a substantial victory for taxpayers 
in general, since the opinion of Judge Opper 
was not expressed in the broad general terms 
of the Treasury ruling which excluded all 
economic attributes of military rearmament, 
but limited its denial of relief to the “ 

fantastic unprecedented and unique 

.” facts of the situation. 

The opinion made it clear that the mere 
presence of military elements in the picture 
did not preclude relief, but that such relief 
would be denied where the war situation 
was the “ inescapable condition es 
of the change in the taxpayer’s business. 
Judge Opper said: 

“For present purposes, we feel it sufficient 
to conclude that any assumption of higher 
profits in the base period which requires as 
an inescapable condition the supposition of 
the earlier creation of the war situation fur- 
nishes no ground for application of the 
provisions of section 722.” 

In short, it was ruled that the war con- 
ditions could not be assumed or subjected to 
the “push-back,” but the court seemed care- 
ful to avoid a statement that taxpayers could 
not take advantage of rearmament business 
to the extent that this business actually did 
exist prior to the war. 


War Is “Normal” 


This permitted taxpayers to take a realis- 
tic approach to matters, with recognition 
being given to war business that did exist, 
but without the privilege of inflating con- 
ditions by purely imaginary military condi- 
tions. The historical and economic normal- 
ity of war to the extent that it actually 
entered into the economy of the 1930’s is 
clear. In the first forty-one years of the 
present century Great Britain engaged in 7 
wars; France, 6; Germany, 5; Spain, 3; and 
Austria, 3. The chronology cited above for 
the Thirties departs in no way from this 
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historic pattern for the first decades of the 
Twentieth Century. Rather, the record 
suggests that only rarely is the world at 
peace and that it is far more normal to have 
rearmament or war influencing both the 
world and our domestic economy than it is 
the converse. Within the space of four 
years (that is 1934-1937) world expenditure 
for military purposes has more than trebled, 
rising from a total of $5 billion in 1934 to 
approximately $13 billion in 1937. 

Prior to this decision, if an airplane manu- 
facturing concern had erected a factory in 
1939, it would not be permitted, under the 
Treasury ruling, to push back its economic 
picture and demonstrate what its earnings 
would have been had the factory been erected 
in 1937 by showing what orders would have 
been received from British and French au- 
thorities for military planes, since the Treas- 
ury claimed that all aspects of war were 
abnormal. Under the language of the opin- 
ion in the Fezandie case, such a taxpayer 
would be permitted to claim its fair share 
of the military business that actually did 
exist in 1937 and 1938, but would not be 
permitted to assert a level of business activ- 
ity based on the assumption that the war 
itself had broken out in 1937 rather than in 
1939. The distinction drawn by Judge Opper 
seemed much closer to the economic reali- 
ties of the situation and the basic theories 
of Congress in providing for relief than did 
the original ruling of the Treasury. 


Riddles Within Riddles 


In Judge Opper’s opinion, “Dealing with 
the reconstructed base period of section 722 
for excess profits tax purposes calls to mind 
Mr. Churchill’s reference, in a different con- 
text, to a ‘riddle inside a mystery wrapped 
in an enigma.’ Procedure under that section 
seems to call for founding hypothesis on 
assumption based on supposition.” 


[The End] 
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Congress. Few get by intact. And the 
Bureau itself must appear before the House 
Appropriations Committee to explain and 
defend its own requests. 


A Year’s Work 


In a typical war year, here are some of 
the things Smith’s staff did: 


(1) Worked out a reorganization of the 
Army Air Forces’ administrative operations 
(resulting at some airfields in man-hour sav- 
ings of as much as 25 per cent), proposed 
similar internal improvements for a dozen 
other war agencies, ironed out many con- 
flicts. 

(2) Developed an accounting and audit- 
ing system to handle military life insurance 
premiums which will eliminate 2,000 clerical 
employees, save $3,000,000 a year. 

(3) Made plans to move enough govern- 
ment agencies and workers out of Wash- 
ington to empty 3,000,000 square feet of 
office space, 5,000 homes and rooms for 
8,000 single persons. 

(4) Studied the practices of big private 
motor-fleet operators, applied these to fed- 
eral auto fleets for an estimated annual sav- 
ing of 750,000 gallons of lubricating oil. 

(5) Inspected some 3,000 government war 
construction projects, made financial and 
engineering recommendations. 

(6) Overhauled the statistical systems of 
half-dozen war agencies, eliminating much 
duplication. 


“Smith Stays On” 


If Smith were a politician, he would be- 
come hated. But he isn’t. Other officials 
resent him when he disrupts their pet 
schemes, lops their funds and authority, but 
their anger doesn’t last. They know him 
for what he is—a professional administrator 
with no ambitions, no special interests to 
serve, no social reforms to promote. 

Of his politics, he once said: “I am what 
you might call an independent Republican 
with Socialist leanings who frequently votes 
Democratic.” He is loyal to the man in the 
White House—whoever that may be. His 
passion is for efficient government service. 
That is why czars, assistant presidents, 
No. 1 Brain Trusters and No. 2 New Deal- 
ers may come and go, but Smith stays on 
and on. 

The man who deals in government bil- 
lions—he supervised the spending of $100 
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billion in 1944—has little to do with keeping 
his own personal budget. Mrs. Smith, an 
efficient housekeeper and mother of four 
children, two in their teens, takes care of 
that function. He never signs a personal 
check. Beginning in the days when they 
lived on an infinitesimal salary, Mrs. Smith 
always has been the home-manager. 


Up from the Farm 


Born on a farm near Haven, Kansas, 
Smith worked his way through high school 
and the University of Kansas. He remem- 
bers that for two or three summers he was 
“engineer” of a threshing machine. He had 
to be on hand before daylight to light the 
fires and at night, or on Sunday, he had 
to move the cumbersome machine to the 
next farm. Roads and bridges were narrow 
and it was often difficult for the 17-year-old 
“engineer” to maneuver the thresher through. 


His job then, he sometimes reflects, was not f 
unlike his present responsibility for mov- f 


ing the cumbersome machinery of government 
along the narrow lanes of traditional usage. 


At the University of Kansas, he was a 


leader in religious activity, being president 
of the YMCA one year. He seriously con- 
sidered at one time going to China as a 
“scientific” missionary, but his interest 
shifted from religion to government—public 
administration. 


As director of the Michigan Municipal 
League, he wrote a number of city charters 
to bring city government up to a 20th cen- 
tury standard. He made himself useful in a 
hundred and one different ways. His rep- 
utation in the field of public administration 
naturally grew. When Frank Murphy be- 
came governor of Michigan, he looked 
around for good men to fill important jobs. 
In 1937, after much urging, Smith became 
Michigan’s Budget Director. 


When President Roosevelt was looking 
for a federal budget director to head the 
expanding Bureau of the Budget, then un- 
der Bell, Smith’s name was submitted along 
with others on a list supplied by the Treas- 
ury. His name was high on that list, first 
on lists supplied by other agencies. Out of 
the blue, the President telephoned Smith to 
come down immediately. Almost from the 
first day of his arrival, Smith has worked 
at a hard, unrelenting, tireless tempo—right 
up until today. 
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Theories have never captured him. He 
lives plainly, thinks practically. He works 
hard at his job every day and most nights. 
When he has time for fun, he golfs or bowls 
a bit, and, like President Truman, he likes 
to gather his family at the piano for a sing. 
He likes to fix things around the house. 
His hobby is making furniture in his base- 
ment workshop, where he also cuts his 
16-year-old son’s hair. 

Smith first rented a colonial home in 
nearby Arlington. When he learned that 
the plumbing and heating and wiring wouldn’t 
work and, therefore, nobody else would buy 
the house, he bought it. Today, everything 
works in the Smith household. 

Recently, he bought a farm in Culpepper, 
Virginia, and is spending’ weekends there, 
trying to build up the depleted land as he 
remade his home in Arlington. 


Money Manager 

Dealing in astronomical figures hasn’t 
made him lose his knowledge of the value 
of a dollar. If he can find a $22 suit that 
looks like $85, he’ll buy it. Once, before 
rationing, he took off a shoe and said: 


“What do yot think I paid for that?” 
It looked like $8.50. 
“Nope,” he declared. 
A dollar ninety-five. 
—four pairs.” 
When Congress has appropriated money 
and placed it to the credit of the agencies 
in the Treasury, Smith still has the authority 
to make sure the money is being spent for 
the purposes set forth in the law. There- 
fore, he retains 10 per cent of each total 
granted to a department in a reserve fund. 
If an emergency arises, he can release 
funds. If not, the fund is held intact to 
the fourth quarter of the year. Then the 
activities of the department, or agency, are 
reviewed. If one department needs more 
money, it is granted. If not, the money is 
turned into the Treasury at the end of the 
fiscal year. 
Last year’s turn-in came to $415,000,000. 
That’s why Smith knows more about 
how much Uncle Sam will spend than any- 
ene else. He has a lot to say about what 
becomes of a lot of the dough that you pay 
in taxes. [The End] 


“Ran into a sale. 
I bought all they had 


SUPREME COURT of the 

United States has said that taxation 
is a very practical affair. Every tax ad- 
ministrator learns that practical settle- 
ments in cases involving close questions 
avoid difficulties which otherwise might 
cause serious disruption in revenue pro- 
duction and produce unintended results. 
Those engaged in shaping tax laws soon 
discover their practical implications and 
realize that it is impossible to enact a 
law that will cover every imaginable case. 
Pursuant to the theory that taxes in the 
last analysis should be fair and just, it 
is well that in tax laws the tax adminis- 
trator should be given sufficient latitude 
to care for the instances where the in- 
sistence upon a hard and fast rule would 
be productive of injustice, Economists, 
too, recognize the practical aspects of 
taxation because its impact on the economy 
of the people requires consideration. 
The legislator should discover not only 
that tax laws ought to be practical and 
that restrictive provisions of tax laws 
are detrimental to the best public in- 
terest, but also that there is a definite 
relation between the economy of the people 
and the administration of tax laws. In 
no way does this find fuller expression 
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Practical Taxation 


than in the matter of rates. While there 
are many who believe in graduated rates, 
because they reach the enormous heights 
that are found today in many revenue 
measures, those who have their feet on 
the ground sense that lower rates are 
ultimately certain to bring greater reve- 
nue production because in tax laws as 
in other legislation consideration must 
be given to the acquisitive sense of the 
people. Unless the law leaves a sufficient 
opportunity for profit-making and profit 
retention, there will be either an attempt 
to avoid the full force and effect of the 
revenue measure or the industry neces- 
sary for the economic benefit of the 
country will cease. If too big a per- 
centage of profit is to go to government 
and be expended in a way that in many 
instances the taxpayer does not favor 
he will not bring his talents to bear to 
create the wealth that is expended for 
someone other than himself. The prac- 
tical side of taxation should be given 
weight not merely in administration of 
revenue measures but in their original 
enactment as well.—Editorial in The 
Bulletin of the National Tax Association, 
December, 1945. 








STATE TAX 


ALABAMA 
February 1—— 


Automobile dealers’ reports due. 
Corporations’ applications for permits and 
payments of tax due. 


February 10—— 


Automobile dealers’ reports due. 


Report and payment of service licensees 
of alcoholic beverage due. 


Reports of manufacturers and distributors 
of alcoholic beverages due. 


Tobacco stamp and use tax report and 
payment due. 


Tobacco wholesalers and jobbers report 
due. 


February 15—— 
Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 


Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 


Motor carriers’ mileage report and tax 
due. 


Oil and gas conservation tax report and 
payment due. 


February 20 


Automobile dealers’ reports due. 

Coal and iron ore mining tax report and 
payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax reports and payments due. 


ARIZONA 
February 5—— 


Alcoholic beverages licensee’s report due. 


Second Monday—— 
Tax due on unsecured personal property 
within $200 value. 


February 10 


Wholesalers of malt, vinous and spiritu- 
ous liquors reports and payment due. 


CALENDAR 


February 15—— 
Gross income reports and payments due, 
Motor carriers’ reports and taxes due. 
Use fuel tax report and payment due. 


February 25—— 


Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ reports and pay- 
ments due. 


ARKANSAS 
February 10 


Alcoholic beverages consumers’ sales taxes 
due. 

Cigarette reports due. 

Motor fuel carriers’ report due. 


Natural resources severance tax report 
and payment due. 


Statement of purchases of natural re- 
sources. 


February 15—— 

Alcoholic beverage reports due. 

Oil and gas reports and payments due. 
February 18 

Property tax payable. 
February 20—— 


Gross receipts tax report and payment ff 
due. 
Use fuel tax report and payment due. 


CALIFORNIA 
February 1 


Common carrier distilled spirits tax re- 
port and payment due. 


Gasoline tax report and payment due. 


February 15 


Beer and wine report and tax due. 
Distilled spirits report and tax due. 
Income tax information returns due. 
Use fuel tax report and tax due. 


February 20—— 


Motor carriers’ gross receipts tax due. 
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COLORADO 
February 5—— 
report f Alcoholic beverage manufacturers’ reports 
due. 
tral re- Motor carriers’ tax due. 
February 10 
Motor carriers’ report due. 
February 15—— 
s due. Income tax information returns due. 






Sales tax reports and payments due. 





Use tax reports and payments due. 


February 25—— 
Coal royalty tax due. 







Gasoline (including diesel fuel) tax re- 
ports and payment due. 


payment § 

























> due. Last Day 
Chain store tax license lapses. 
First half of annual property tax due and 
payable. 
) CONNECTICUT 
t due. February 1 
Gasoline tax due. 
February 15—— 
ne Annual corporation reports due. 
ue. Gigarette tax report due. 
due. Gasoline use tax reports and payment due. 
February 20 
Alcoholic beverage tax return and pay- 
‘x due. ment due. 
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February 28 


February 1 


February 10 


DELAWARE 


February 15—— 


Filling stations’ gasoline tax report. 
Manufacturers and importers of alcoholic 
beverages report due. 





Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 





Payment of gross premiums tax on insur- 
ance due. 


Licensed manufacturers’ and wholesalers’ 
of beer report due. 

Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages report 
due. 


February 15—— 
Tax on beer due. 


February 25—— 
Gasoline tax report and payment due. 





FLORIDA 
February 1 
Motor transportation company reports and 
tax due. 


February 10—— 
Agents’ and wholesalers’ cigarette tax re- 
ports due. 
Manufacturers’ and distributors’ alcoholic 
beverages reports and taxes due. 


February 15—— 


Gasoline sales, use and storage reports 
and taxes due. 

Transporters’ and carriers’ alcoholic bev- 
erages reports due. 


February 25—— 


Oil and gas severance reports and taxes 
due. 


GEORGIA 
February 10 


Cigar and cigarette reports due. 
Liquor wholesalers’ reports due. 
Motor carriers’ reports due. 








February 15 
Malt beverage tax report due. 
February 20—— 
Gasoline tax report and payment due. 
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February 10—— 
Dairy products substitutes dealers’ reports 
due. 
February 15—— 
Beer dealers’, brewers’ and wholesalers’ 
reports due. 
Cigarette wholesalers’ drop shipment re- 
ports due. 
Electric power companies’ report and tax 
due. 


Gasoline dealers’ tax report and payment 
due. 
Public utilities statement and tax due. 


February 28 


Beer tax, additional, due. 


ILLINOIS 
February 10—— 


Motor carriers’ mileage tax due. 


February 15 





Alcoholic beverage tax reports due. 
Cigarette tax return due. 

Electricity tax report and tax due. 

Gas tax report and tax due. 

Insurance surplus lines brokers tax due. 
Messages tax report and tax due. 
Sales tax report and payment due. 





February 20 
Gasoline tax report and payment due. 
February 28—— 
Franchise tax reports due. 


Transporters’ gasoline tax report due. 


INDIANA 
February 1 





Alcoholic vinous beverage tax due. 
Chain store license fees delinquent. 
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February 15 
Alcoholic vinous beverage tax due. 
Fuel use tax reports and payment due. 


February 20—— 
Bank share tax report and payment due. 
Building and loan association’s intangibles 
tax report and payments due. 
February 25—— 
Gasoline tax report and payment due. 


February 28 
Motor vehicle registration expires. 





IOWA 





February 1 
Freight line and equipment companies’ 
property tax due. 


February 10—— 
Carriers’ gasoline tax report due. 
Cigarette vendors’ reports due. 


Class “A” permittees make beer tax re- 
port and payment. 


February 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 


KANSAS 





February 1 


Motor vehicle registration fees delinquent. 


February 5—— 
Cigarette distributors 


, 


reports due. 


February 10—— 
Alcoholic and malt beverage wholesalers’ 
and distributors’ reports due. 
Malt beverage dealers’ reports due. 


February 15—— 
Carriers’ gasoline and fuel use tax reports 
and fees due. 
Compensating tax report and payment 
due. 


Motor carriers’ gross ton mileage tax re- 
port and payment due. 


February 20—— 
Sales tax report and payment due. 
Use fuel report and payment due. 


February 25—— 
Gasoline tax report and payment due. 
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KENTUCKY 





February 1 


Income tax information returns on non- 
taxable distributions due. 


February 10—— 


\musement and entertainment report and 
tax due. 

Cigarette tax reports due. 

Refiners’ and importers’ gasoline tax re- 
port due. 


February 15—— 
\lcoholic beverage reports due. 
Fuel use tax reports and payment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax reports 
and payment due. 





February 20 
Oil production 
due. 


tax report and payment 


February 28—— 
Dealers’ and transporters’ gasoline tax re- 
port and payment due. 
Property taxes delinquent. 


LOUISIANA 





February 1 
Chain stores tax return due. 
Jomestic corporations’ annual report due. 
Public utilities license tax due. 
lobacco wholesalers’ reports due. 


February 10 





\lcoholic beverage importers’ reports due. 
Gasoline importers’ reports due. 
Kerosene importers’ reports due. 
lubricating oil importers’ reports due. 





February 15 


\lcoholic beverage carriers’ reports due. 
Income tax information returns due. 
Intoxicating liquor manufacturers’ and 


dealers’ report due. 
[Lubricating oil carriers’ reports due. 
Tobacco report due. 





February 20 
\leoholic beverage reports and taxes due. 
Fuel use tax report and payment due. 
Gasoline dealers’ reports and tax due. 
Kerosene dealers’ reports and tax due. 
Lubricating oil dealers’ reports and tax 
due. 

New Orleans City sales and use tax report 
and payment due. 

Petroleum solvents report due. 

Sales and use tax report and payment due. 
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February 10 


Manufacturers and wholesalers of malt 
beverages report due. 


February 15—— 


Use fuel tax report and payment due. 


February 28 


Gasoline tax report and payment due. 


MARYLAND 
February 5 





Public passenger motor vehicles 
excess operations due. 


report of 





February 10 
Admissions tax payment due. 
insur- 


Brokers’ reports of unauthorized 


ance due. 


February 15—— 


Information returns of income due. 


February 28—— 
3eer tax report and payment due. 
Gasoline tax report and payment due. 
Purchasers of cargo lots of motor fuel 
report due. 


MASSACHUSETTS 
February 10 


Alcoholic beverage excise tax report and 
payment due. 





Meals excise tax report and payment due. 
Return of public utility corporations due. 


February 20—— 


Cigarette distributor’s tax report and pay- 
ment due. 


February 28—— 
Motor fuel tax report and payment due. 
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MICHIGAN 


February 5—— 
Carriers’ gasoline tax report and payment 
due. 


February 10 





Common and contract carrier report and 
fees due. 














February 15 
Use tax reports and payments due. 


Returns of public utilities paying specific 
tax due. 


Sales tax reports and payments due. 


February 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 






Last day to make gas and oil severance 
tax report and payment. 









February 28 


Foreign insurance companies reports due. 





MINNESOTA 
February 1—— 

Gross earnings report of express, freight 
line, sleeping car, telephone and telegraph 
companies due. 

Iron severance royalty tax report due. 

Semi-annual car report of freight line 
companies due. 










February 10 





Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage reports due. 
February 15—— 
Interstate motor carriers’ mileage tax due. 


Semi-annual report of railroads due. 
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February 23 





Distributors’ gasoline tax report and pay- 
ment due. 


Special use fuel tax report and payment 
due. 


MISSISSIPPI 
February 1 





One-half of all ad valorem taxes due. 


February 5—— 
Factories’ reports due. 


February 10—— 


Admissions tax reports and payment due. 


February 15—— 


Alcoholic beverages reports due. 
Gasoline tax reports and payment due. 


Manufacturers, distributors and wholesalers 
of tobacco report due. 


Sales tax reports and payment due. 


Timber severance tax reports and payment 
due. 


Use tax reports and payment due. 


February 25—— 


Oil severance tax and report due. 





February 28 


Insurance companies’ semi-annual state- 
ment and premium taxes due. 


MISSOURI 
February 1 





Fee for filing annual_town mutual insur- 
ance company statement due. 


February 5 





Non-intoxicating beer permittees’ report 
due. 
February 10—— 


Receivers of petroleum products report 
due. 


February 15—— 


Alcoholic beverage report due. 
Kansas City property tax and merchants’ 
ad valorem tax returns due. 


Retail sales tax reports and payment due. 


February 25—— 


Use fuel tax report and payment due. 
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MONTANA 





February 1 
Motor vehicle registration fees due. 


February 15—— 


Brewers, wholesalers and transporters of 
beer report and payment due. 


Carriers’ gasoline tax reports due. 
Electric companies’ report and tax due. 
Gasoline tax reports and payment due. 


February 20—— 


Producers, transporters, dealers and re- 
finers of crude petroleum reports due. 





February 28 
Chain store license fees due. 
Pipe line companies annual reports due. 


NEBRASKA 





February 1 
Motor vehicle fees delinquent. 


February 5—— 


Grain warehouse operators’ reports due. 





February 10 
Employment agencies reports due. 


February 15 

Alcoholic beverage manufacturers’ 
wholesale distributors’ report due. 

\ll monthly motor vehicle fuel tax reports 
and payments due. 

Gasoline sales and use tax reports and 
payments due. 

Itinerant vendors’ reports due. 

Potato shippers’ monthly reports due. 





and 


NEVADA 





February 15 


Gasoline carriers’ tax report due. 


February 25 





Fuel users’ tax reports and payment due. 


Gasoline tax reports and payment due. 


NEW HAMPSHIRE 


February 10 
Alcoholic beverages reports due; permit- 


tees’ payment due. 





Unlicensed fire insurance companies’ agents 
monthly reports due. 


February 15—— 
Use fuel tax report and payment due. 


State Tax Calendar 








February 28 
Motor fuel report and tax due. 





NEW JERSEY 
February 1 


First quarter installment of general prop- 
erty and bank tax due. 


Utilities gross receipts tax statement due. 





February 10—— 
Busses in municipalities gross receipts re- 
port and tax due. 
Jitneys in municipalities gross receipts re- 
port and tax due. 
Report and excise tax on interstate busses 
due. 





February 28 
Carriers’ gasoline tax report due. 


Distributors’ gasoline reports and payment 
due. 


NEW MEXICO 





February 1 
Mineral property tax returns due. 


February 15—— 


Occupational gross income tax reports and 
payment due. 


Oil and gas conservation report and pay- 
ment due. 


Severance tax and report due. 


February 20—— 


Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 


February 25—— 


Gasoline tax report and payment due. 
Use or compensating report and payment 
due. 
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NEW YORK 
February 15—— 


Report of information and withholding at 
source and payment of tax withheld 
due. 
















Transportation and transmission companies 
additional tax and report due. 


February 20 


Alcoholic beverage taxes and reports due. 





New York City retail sales and compensat- 
ing use tax returns and payment due. 
February 25—— 


New York City conduit companies, taxes 
and reports due. 






New Yerk City public utility excise re- 
turns and payments due. 







February 28—— 
Gasoline tax reports and payment due. 
Franchise tax and 
companies due. 


report for insurance 









Utilities quarterly report due. 


NORTH CAROLINA 
February, 1 





Property taxes due. 








February 10. 





Carriers’ gasoline tax reports due. 










Railroads’ alcoholic beverage report and 
tax due. 

Tobacco (scrap or untied tobacco) deal- 
ers’ reports due. 

Unfortified wine additional tax and reports 
due. 


February 15—— 


Sales tax report and payment due. 





Spirituous liquor tax due. 





Use tax report and payment due. 
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February 20—— 


Franchise bus carriers’ and franchise haulers’ 
reports and payments due. 

Gasoline and other motor fuels taxes and 

reports due. 


NORTH DAKOTA 





February 1 

Cigarette distributors’ reports due. 

Oil inspection reports due. 

Property taxes of car line, express and 
air transportation companies due. 

Tractor fuel oil report and fee due. 


February 10—— 
Grain warehouse reports delinquent. 
Oil inspection fees delinquent. 
Tractor fuel oil fees delinquent. 
February 15—— 


Beer tax reports and payment due. 
Gasoline tax reports and payment due. 
Interstate motor carriers tax due. 
Liquor transaction invoices and tax due. 


February 25—— 


Use fuel tax report and payment due. 


February 28—— 


Cream station and dairy reports due. 
Grain warehouse reports due. 


OHIO 
February 10—— 
Admissions tax report and payment due. 
Cigarette wholesalers’ report due. 
Class “A” and “B” permittees’ alcoholic 
beverage reports due. 


February 15 


Grain handling tax and statement due. 
Property tax returns due. 
Use tax report on cigarettes due. 





February 20—— 


Dealers’ gasoline tax reports due. 


February 28—— 


Carriers’ gasoline tax report due. 
Gasoline tax due. 


OKLAHOMA 





February 1 


Copy of railroads annual report to stock- 
holders must be filed with Corporation 
Commission. 

Excise tax on petroleum report and tax 
due. 

Oil, gas and mineral gross production re- 
ports and payment due. 
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February 5—— 


Operator’s report of mines other than coal 
due. 


February 10—— 
Airports’ gross receipts report and tax 
due. 


\lcoholic beverage reports and payment 
due. 

Cigarette tax reports due. 

Coin operated music boxes reports and 
tax due. 


February 15—— 

Gasoline dealers’, retailers’ and carriers’ 
report due. 

Inspection tax on petroleum products, re- 
port and tax due. 

Return of “information at the source” due. 

Sales tax reports and payment due. 

Tobacco products reports due. 


February 20—— 
Coal mine operator’s report due. 
Fuel use tax report and payment due. 
Gasoline distributors’ reports and payment 
due. 
Use tax reports and payment due. 
Last Day 


Fur dealers reports due. 


OREGON 
February 10—— 


Oil production tax reports and payment 
due. 
February 15 


Income tax information 


returns due. 
February 20 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


February 25—— 


Gasoline tax payment and reports due. 


PENNSYLVANIA 
February 1 
Motor carriers’ gross receipts tax report 
and payment due. 
Utilities’ gross receipts tax report and 
payment due. 
February 10 


Importers of spirituous and vinous liquors 
report due. 
Malt beverage. reports due. 


State Tax Calendar 


February 15—— 


Employer’s return of tax withheld at the 
source under the Philadelphia income 
tax due. 

Manufacturer’s alcoholic beverage tax re- 
port and payment due. 


February 28—— 
Gasoline tax reports and payment due. 


RHODE ISLAND 
February 10—— 
Manufacturers’ alcoholic beverage report 
due. 
Tobacco products tax reports due. 


February 15—— 
Gasoline distributor’s report due. 
Unincorporated business tax return and 
payment due. 


SOUTH CAROLINA 
February 10—— 


Admissions tax reports and payment due. 

Beer and wine wholesalers’ report due. 

Power tax and report of public utilities 
due. 

Soft drinks tax report and payment due. 


February 20 
Fuel oil dealers’ report and payment due. 
Gasoline tax report and payment due. 
Property statement due from every tele- 
graph, express, sleeping car, and tele- 
phone company. 
Utilities’ report of gasoline shipments due. 


February 28 


Annual corporation license fee report due. 
Public utilities’ franchise or gross receipts 
report due. 
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SOUTH DAKOTA 
February 1—— 


Motor carriers of passengers tax due. 
Public grain warehouse reports due. 


February 10—— 


Employment agency reports due. 
Interstate motor carriers’ reports and taxes 
due. 


February 15 





Alcoholic beverage reports due. 
Dealers’ and carriers’ gasoline tax report 
due; tax due in 30 days. 
February 20—— 


Passenger mileage tax due. 


TENNESSEE 
February 1—— 


Cotton seed oil mills’ report due. 


February 10—— 
Barrel tax on. beer due. 
Carriers gasoline tax report due. 
Last 
report. 


February 15—— 
Carriers of use fuel report due. 
Users of fuel file report. 





February 20 


Distributors’ gasoline tax report and pay- 


ment due. 


Liquid carbonic acid gas tax due. 
] § 
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February 1 Feb 
Cigarette distributors’ and solicitors’ re- \ 
ports due. 
February 15 Feb 
Tax remittance and report due from oleo-— 
margarine dealers. ” 
February 20 [1 
Gasoline taxes and reports due. : 
Motor fuel tax report and payment due. Fek 
Oil and gas well services’ reports andp ‘ 


gross receipts tax payments due. 
Users of liquefied gases and liquid fuelff 





tax reports and payment due. Fet 
February 25—— , | 
Carbon black production tax report and 
payment due. & 
Oil production tax reports and paymentf 
due. 
Prizes and awards of theatres tax repoitsf 
and payment due. ) Fel 





February 28 


Natural gas production tax report and pay- 
ment due. 




















Oil carriers’ reports due. 
| Fe 
UTAH 
February 5—— : 


Monthly report of cold storage warehouses 
due. 





February 10 
Annual statement of both metalliferous i 
and non-metalliferous mines due. 
Carriers’ use fuel tax report due. 
Liquor licensee reports due. q Fe 


Mining occupation tax return due. 





February 15—— q 
B Fe 


Information returns due (franchise tax).)} 
Use fuel tax report and payment due. 


February 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline taxf 
report and payment due. 


February 28—— 


Insurance broker’s and adjuster’s licenses § 
expire. 
Motor vehicle registration plates of former | 
year expire. 








VERMONT 








' February 10 
ors’ re- : 
Alcoholic beverage tax reports and pay- 
ment due. 
February 15—— 
m oleo- 


Electric light and power companies’ re- 
port and tax due. 

Income tax information at the source re- 
turns due. 


ont due. 





| February 20 
rts andp 


ee \lcoholic beverage manufacturers’ returns 


uid fuelf due. 


i February 28—— 


Yomestic corporations on calendar year 


‘ basis, an ial r rts due. 
— asis, annual financial reports du 


Gasoline tax reports and payment due. 
yayment 
. repoits VIRGINIA 
' February 1—— 


Bank stock reports due. 


‘] 


and pay-§ February 10—— 
' Beer dealers, bottlers and manufacturers 
report due. 
| February 20—— 
Carriers gasoline tax reports due. 


Use fuel tax reports and payment due. 
rehouses 





) February 28 


Gasoline tax reports and payment due. 





lliferous ‘ 
1e. : 
é WASHINGTON 
» February 10 
1e. 3 Brewers’, distillers’, manufacturers’ and 


wineries’ reports due. 


» February 15 


ise tax).— 





t due. [| butter substitutes reports and payment 
| due. 
§ Cigarette reports due. 
‘ Insurance premiums reports and tax due. 
line tax! Motor vehicle fuel carriers’ reports due. 


Property taxes due. 


) February 20 


s licenses § 





Use fuel tax reports and payment due. 





February 25—— 


£ former § 
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Gasoline tax reports and payment due. 


WEST VIRGINIA 


February 10—— 


3rewers’ and beer distillers’ reports and 
taxes due. 

Winery and distillery licensees’ reports 
due. 


February 15—— 
Sales tax reports and payments due. 


February 28—— 


Gasoline tax reports and payment due. 
Renewal of chain store licenses due. 


WISCONSIN 





February 1 


Beer tax reports due. 


February 10—— : 


Intoxicating liquor and wine tax reports 
due. 
Tobacco products returns due. 


February 15—— 
Railroads’ gross earnings report due. 


February 20—— 
Gasoline tax reports and payment due. 


February 28—— 
Real and personal property taxes due. 





WYOMING 
February 1 . 
Annual report of railroads to county asses- 
sors due. 





Second Monday 


Assessment schedule of gross products of 
mines due. 


February 10—— 
Carriers’ gasoline tax reports due. 


February 15—— 


Dealers’ gasoline tax reports due. 

Monthly gasoline tax and report due. 

Motor carriers’ report and compensatory 
fees due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 

Wholesalers’ gasoline tax reports 
payment due. 


and 





February 28 
Car companies assessment due. 
Coal miners’ reports due. 














| FEDERAL TAX CALENDAR 





February 1—— 
Returns due on nontaxable corporate dis- 
tributions during 1945. Forms 1096, 1099. 


February 10—— 

Last day for payment by employer to 
authorized depositary of taxes withheld 
on wages during the preceding month 
if withholdings were more than $100 
during the month. 


February 15—— 

Return of information due as to 
foreign taxes. Forms 1096, 1099. 

Return of information for 1945 due as to 
actual owner by ostensible owner of 
income. Form 1087. 

Corporation income tax and excess profits 
tax returns due for fiscal year ended 
November 30. Forms 1120 and 1121. 

Domestic corporations (business and rec- 
ords abroad or principal income from 
U. S. possessions)—returns due for 
fiscal year ended August 31, by general 
extension, with interest at 6% from 
October 15 on the first installment. 
Forms 1120 and 1121. 

Due date for annual information returns 
of dividends, salaries, and other pay- 
payments. Forms 1041, 1096, 1099, 

Due date for return of information on 
1945 distributions in liquidation. Forms 
1096, 1099L. 

Entire income-excess profits taxes or 
first quarterly installment due on re- 
‘turns for fiscal year ended November 
30. Forms 1040, 1040A, 1041, 1120, 1121, 
1120H, 1120L. 

Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
For fiscal year ended August 31. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 

Fiduciary income tax return due for fiscal 
year ended November 30. Form 1041. 

Foreign partnership return of income due 
by general extension for fiscal year 
ended August 31. Form 1065. 


1945 



































Individual income tax return due for fiscal 
year ended November 30. Form 1040. 


Individual income tax returns due by 
general extension for fiscal years ended 
August 31, in case of American citizens 
abroad. Forms 1040 and 1040A. 

Life insurance company income tax re- 
turns due for fiscal year ended No- 
vember 30. Form 1120L. 

Monthly information return of stock- 
holders and directors of foreign per- 
sonal holding companies due for 
January. Form 957. 

Nonresident alien individual income tax 
return due (business ‘or office in U. S.) 
for fiscal year ended August 31. Form 
1040B. (No U. S. 
Form 1040NB.) 


Nonresident foreign corporation income 
tax return due for fiscal year ended 
August 31. Form 1120NB. 

Partnership return of income due for 
fiscal year ended November 30. Form 
1065. 

Resident foreign corporations—returns 
due for fiscal year ended August 31, by 
general extension. Forms 1120 and 1121 


business or office, 


Second quarterly income-excess profits tax 
payment due for fiscal year ended August 
31. Forms 1120, 1120H, 1120L, 1121. 

Third quarterly income-excess profits tax 
payment due for fiscal year ended May 
31, 1945. Forms 1120, 1120H, 1120L, 
FEY. 


February 21 


Monthly information return of ownership 
certificates and income tax to be paid 
at source on bonds due for January. 
Form 1012. 


February 28—— 
Returns of excise taxes due for January. 


Forms 726, 727, 728, 728(a), 729, 932. 














Guest Editorial (Continued from inside front 


most widely accepted conclusions from all 
points of view. 

As a basis for sound tax legislation, there 
must be unhurried, exhaustive and disinter- 
ested investigations of fact, discussions of 
principles, and critical consideration of spe- 
cific statutory language. For this result, a 
permanent and authoritative commission is 
obviously required. Probably it should be 
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cover) 
created by law and maintained at public 
expense but, if not, the job might be very 
well done by the cooperative effort of pro- 
fessional and business organizations. 


The objective should be to contribute 
wherever possible to the solution of all prob- 
lems of Federal taxation. These include not 


(Continued on inside back cover) 
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[Guest Editorial (Continued from page 96) 


only the technical problems of statutory 
drafting and administration (the simplifica- 
tion and clarification of the language of the 
Code, the removal of minor inequities or 
defects, and the correction of errors in ad- 
niinistration or in judicial construction), but 
so the fiscal and economic problems of 
fixing the amount of revenue to be raised 
nd choosing between alternative sources 
f revenue and objects of taxation. 
The membership of the commission should 
it be limited to officials or technical ex- 
rts, but it should be sufficiently large and 
diversified and influential to represent all 
appropriate interests and to command uni- 
versal acceptance for its findings and con- 
clusions. Perhaps members. should be 
ypointed by the President of the United 
ates, upon nominations invited from all lead- 
in@ organizations of business, industry, labor, 
riculture, consumers, accountants, law- 
rs, economists, law school and college 
Members of the committees 
Congress and representatives from the 
easury Department should, of course, be 
included. 
\dequate funds should be provided to 
carry on at least the following program: 
1) to maintain a fixed headquarters, with 
in adequate administrative personnel; (2) 
to maintain a competent research and tech- 
nical staff, which would cooperate with the 
technical experts of the Treasury Depart- 
sartment and the Congress; (3) to circulate 
1y mail, among the members and the tech- 
nical advisors of the commission, the pro- 
posals and suggestions received from the 
outside, as well as the results of the staff's 
activities; (4) to pay the expenses, including 
the traveling expenses of the members, for 
meetings of the entire membership, to be 
held from one to five times per year, and 
for frequent public hearings and other gath- 
erings; and (5) to publish and distribute 
material for general information and dis- 
cussion prior to the adoption of any final 
position by the commission upon any recom- 
mendations to be submitted to the Congress. 
The offices of the commission should be 
open at all times to receive communications 
from any person or organization concerning 
objections to the existing laws or sugges- 
tions for improvement. These should be 
supplemented by such information and com- 
ments as the staff can provide and, as ap- 
propriate, should be communicated to thie 
members of the commission. All proposals 
entitled to further consideration should be 
widely disseminated, with invitations for 


professors, etc. 


if 
t 
] 
t 





comments. Open discussions and _ public 
hearings, upon the general subject as well 
as upon specific proposals, should be jfre- 
quently arranged in all parts of the country. 

The first recommendations of the com- 
mission should in all cases be merely tenta- 
tive, with further criticism invited and 
subsequent revision contemplated. As often 
as may be necessary, the recommendations 
of the commission should be published in 
tentative form, and final approval should 
come only after it has been made certain 
that full consideration has been given to all 
possible criticisms and suggested improve- 
ments of the specific statutory language 
which is recommended for enactment. 

The commission should invite the widest 
possible cooperation of those in legislative 
and administrative authority, their technical 
advisers, and the professionally interested 
lawyers, accountants, economists, and other 
scholars. It should also seek the views of 
all available representatives of taxpayers, 
such as the organizations of industry, busi- 
ness, finance, investors, and consumers, 
which should be represented in the personnel 
of the commission. All politically important 
groups, such as labor, farmers, consumers, 
etc., will not only be similarly represented 
in the membership of the commission, but 
should also be specifically consulted and con- 
vinced in the early stages of the formulation 
of the law, so that desirable and wise changes 
will have the necessary political support and 
will not be blocked in the legislative process. 

A more than adequate reward for the 
adoption of such a technique should result 
from the avoidance of ill-considered, incom- 
plete, ambiguous and otherwise defective 
statutory provisions such as have too often 
found their way into the Code and remained 
embedded there for many years. Even 
greater blessings, almost incomprehensible 
in their potentialities, would result if it 
should become possible thus to obtain an 
early, sound and satisfactory solution of 
problems of statutory construction such as 
heretofore have necessarily been batted 
around for many years in the courts, fre- 
quently with a final result so wholly unac- 
ceptable that corrective legislation has then 
been required. 

Why not write the correct rule of law 
unto the statute as soon as possible after 
the problem is recognized? If this could 
be done by means of a commission such as 
is proposed, we might indeed thus approach 
closely the solution of all Federal 


tax 
problems. 


—Arnold R. Baar 
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